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Reorganizations and the Federal 
Income Tax Law 


By Eric L. KoHier* 


FINANCIAL authority in a recent work de- 
A fines a reorganization as a “comprehensive 
financial readjustment adopted in the presence 

of real or threatened financial embarrassment, in 
order that the business of the corporation may be 
continued under more favorable conditions.”! I 
need not emphasize that this is not the definition 
of the word accepted by the 
business world today. The 
current usg of the term is re- 
flected in part by the defini- 
tion offered seventeen years 
ago by Thomas W. Lamont?: 
“a decision, brought about 
usually by a company’s suc- 
cess, to enlarge it, to recap- 
italize it, or to amalgamate it 
with some other corporation or 
corporations.” In the revenue 
acts of 1924 and 1926, the 
word is explained as follows: 
“Reorganization means (a) a 
merger or consolidation (in- 
cluding the acquisition by one 
corporation of at least a ma- 
jority of the voting stock and 
at least a majority of the total number of shares 
of all other classes of stock of another corporation, 
or substantially all the properties of another cor- 
poration), or (b) a transfer by a corporation of all 
or a part of its assets to another corporation if im- 
mediately after the transfer the transferor or its 
stockholders or both are in control of the corpora- 
tion to which the assets are transferred, or (c) a 
recapitalization, or (d) a mere change in identity, 
form, or place of organization, however effected.’ 
In this paper “reorganization” will be employed 
in its broadest sense; that is, any important finan- 


organization? 


gerated? 





*Of Kohler, Pettengill & Company, Chicago, Certified Public Ac- 
countants. 


_*Dewing, Financial Policy of Corporations, V. 8. A detailed discus- 
sion of the definition will be found in the same chapter. 

2Quoted by Dewing, op. cit., Vol. 6. 

3Sec. 203(h). 


HAT, if any, tax advantages can 
be obtained through corporate re- 


Have the tax savings accruing from 
reorganization of corporations been exag- 


To what extent do the new tax law 


provisions make change from the cor- 
porate to the partnership form of busi- 
ness organization desirable? 


These are some of the questions con- 
sidered in this article, which those con- 
cerned with business tax problems will 
find of exceptional interest and value. 





cial readjustment of a business enterprise, whether 
caused by success or failure, including changes in 
the financial structure of proprietorships and part- 
nerships as well as corporations, and the formation 
of a new type of enterprise from an old, such as 
the incorporation of a partnership, with or without a 
change in ownership. This meaning of the word 
seems well-established by cur- 
rent business usage. 

Aside from the benefits 
from reorganizations attribut- 
able to large-scale production, 
it has been urged that sub- 
stantial tax savings may be 
gained. So often and in such 
varied ways has this argu- 
ment been advanced in past 
years that a summary of the 
practical importance of reor- 
ganizations for Federal in- 
come tax purposes will be of 
interest. It will be my main 
object, however, to present 
the effects of the various 
types of reorganizations on 
the taxable income of reor- 
ganizing business enterprises. 

The general purposes of the provisions in the 
revenue acts which deal, directly or indirectly, with 
reorganizations may be summarized thus: 

First, a definite effort has been made by Congress 
and the present administration to promote sound 
business mergers and consolidations, and it is only 
natural that the income tax law should reflect their 
policy. The administration, it must be remembered, 
has had a great deal to do in the shaping of the 
present revenue act. Section 203 of the Revenue 
Act of 1924, which deals with reorganizations, and 
which has been reproduced verbatim in the Revenue 
Act of 1926, was a part of the original “Mellon 
plan.” It provided for the exemption from taxa- 
tion of many forms of business reconstructions 
which the Supreme Court has repeatedly held tax- 
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able under earlier acts. This changing attitude 
toward large business combinations, as everyone 
knows, has been likewise reflected recently in more 
liberal state laws governing the activities of incor- 
porated businesses. 

Second, most reorganizations may be classified 
as “continuing transactions”; that is, transactions 
the profit from which, if the existence of profit be 
admitted, will, in some future period, be finally re- 
alized in a form separable from other assets, there- 
upon to be reported as income. This point of view 
is closely analogous to the theory which exempts 
instalment sales, involuntary conversions, and stock 
dividends. In all these situations the reporting of 
taxable profit is deferred until cash or the equiva- 
lent of cash has been received. 

Third, double taxation of what is regarded as a 
single transaction has been avoided in those cases 
where the proceeds of the sale of its assets are 
turned over at once by a vendor corporation to its 
stockholders. 

In only two ways have the reorganization pro- 
visions been restrictive. Asset values of a corpora- 
tion which for practical purposes is no more than 
a continuing business are limited to the values 
which would have been permitted its predecessor. 
Again, actual sales, and transfers where substantial 
control is not retained or where cash or other 
property passes rather than merely corporate se- 
curities, cannot be called non-taxable reorganiza- 
tions. They are regarded as closed transactions 
and any income derived from them is taxed imme- 
diately. 

These purposes, to which definite expression has 
been given in the recent revenue acts, are fundamen- 
tal. They are enumerated at this point in order 
that the reasons for the specific situations now to 
be described may be more readily comprehended. 


II 


It may be helpful by way of introduction to the 
more intricate forms of reorganizations to suggest 
some very obvious difficulties which surround 
changes in the financial structure of proprietorships 
and partnerships. Because of the size of the busi- 
nesses affected and because of the presumed sim- 
plicity with which the affairs of a proprietorship 
or partnership are conducted, the various revenue 
acts have been silent with respect to their less 
complex problems. Departmental decisions have 
dealt meagerly with their reorganization, and only 
Article 1603 of Regulations 65 (a similar paragraph 
appeared in previous regulations) has had anything 
to say directly on the points of interest here. 

A sole proprietor transfers his assets to a partner- 
ship at December 31, 1925. His net worth at that 
time is $10,000 and consists of accounts receivable, 
merchandise, fixtures, and current liabilities, and it 
includes the current year’s profits of $3,000. Of 
course, in preparing his personal income tax return 
for 1925 the $3,000 will be included as taxable in- 
come. But what if these net assets of $10,000 are 
transferred to the partnership at a valuation of 
$12,000, $1,000 representing an increase in the value 
of the merchandise to market price, and the balance 
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of $1,000 an increase in the value of the fixtures? 
Has a taxable profit resulted? 

The question is not easy to answer. At least 
four solutions are possible. First, no immediate 
profit has been earned, $10,000 remaining as the 
cost of the partnership interest. Second, a profit 
of $2,000 has been made because the interest in the 
partnership is an equity in assets substantially dif- 
ferent from the assets of the proprietorship. Third, 
a profit is earned as the assets contributed are 
realized upon. If (a) the merchandise our partner 
has contributed is sold in 1926, and (b) depreciation 
of 10 per*cent is provided on fixtures during the 
year, $1,100 may be said to have been so earned, 
in addition to his distributive share of the profits. 
Fourth, if he has an interest in one-half the profits, 
only one-half of $1,100, or $550, may be said to have 
been earned. I do not propose to elaborate further 
on this illustration, although a number of interest- 
ing arguments support each of the four methods. 
It is my opinion that the best method of computa- 
tion and one impliedly demanded by the law is a 
combination of the first and the third. For income 
tax purposes it must be remembered that the part- 
nership form of organization is regarded as a fic- 
tion; consequently the basic value of its assets can 
be only those values which the partners as individ- 
uals would have been permitted. In effect, the 
$2,000 credited to the capital account of the partner 
is an anticipated earning, and must, therefore, be 
reported as income as realized. 


If the sole proprietor sells his net assets for 
$12,000, in cash, thus retaining no further equity in 
them, an immediate taxable profit has, of course, 
resulted. If he should take part cash and part notes, 
secured or unsecured, the transaction could be des- 
ignated a “casual sale” on the installment basis 
under the new law‘ provided the cash received in 
the year of the sale did not exceed 25 per cent, or 
$3,000; in this event the profit of $2,000 would be 
reported pro rata as realized. Otherwise the selling 
price would be the cash plus the market value of 
the notes, any discount being reported as income 
as realized. Should the ultimate payment of the 
notes be in doubt, which might be the case if they 
are not secured or the underlying security is worth- 
less, it would be even possible to report no profit at 
all until the original cost had been recovered. Both 
the law and the regulations are obscure on this 
point. In sales of real estate where notes received 
are frequently considered of little value, this last 
method of “no taxable profit until cost is absorbed” 
is specifically sanctioned in the 1924 regulations® 
and would seem to be applicable elsewhere in simi- 
lar cases. 

The admission of a new partner may give rise 
to taxable income to the old partners. If they sell 
an interest in the assets-for a sum in excess of the 
book value® of the interests, a taxable profit equal 
to such excess would result. If the money is con- 
tributed to the partnership, the profit is that of the 

4Sec. 212(d). 

5Art. 46, Regulations 65. 

6The book value of a partnership asset or of partnership net worth is 


its true basic value for income tax purposes unless it contains unrealized 
and, cortsequently, untaxed appreciation. 
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partnership; if paid to the individual partners, the 
profit becomes an individual rather than partner- 
ship profit. A sale of an interest in the assets of 
a partnership should be distinguished from a sale 
of an interest in its profits. The income from the 
former transaction can always be measured as de- 
scribed. But when an interest in the profits only 
is disposed of, no method of prorating any portion 
of the cost of the partnership interest suggests it- 
self. In fact, the value of the partnership interest 
remains undiminished, inasmuch 
as the decline in the earning power 
of an asset does not warrant writ- 
ing off a portion of its cost. Hence 
the proceeds from the sale of an 
interest in the partnership profits 
must be regarded as the immedi- 
ate realization of expected future 
income and must be included in 
full in taxable income in the year 
realized. 
III 

Between partnership and corpo- 
rate reorganizations lies a group 
of situations for which provision 
has been made in the revenue acts 
of 1924 and 1926. These are cases 
in which transfers of assets are 
made to a corporation—which may 
or may not be newly established 
—by individuals and partnerships 
in exchange for corporate securi- 
ties or corporate securities and 
cash or other property from the 
corporation. The 1924 and 1926 
revenue acts contain the follow- 
ing provisions with respect to such transfers: 

First, if immediately after the transfer the trans- 
ferors possess at least 80 per cent of the voting 
stock and 80 per cent of all other classes of stock, 
no taxable gain arises if (a) the sole consideration 
is made up of stocks and bonds of the corporation 
and (b) where there are two or more transferors 
the securities are held in approximately the same 
proportion as their interest in the assets before 
the transfer. Thus, A has fixtures worth $5,000, 
which cost him $2,000 and B merchandise worth 
$10,000, which cost him $3,000; they decide to estab- 
lish a corporation and issue capital stock to A hav- 
ing a par value of $5,000, and to B a similar 
amount of capital stock together with short-term 
notes (or any other obligation of the corporation 
which may be termed a “security”) of $5,000. No 
taxable gain arises because they are in “control” 
of the corporation and have received securities in 
exchange for their assets in the same proportion 
as their original interest in the assets, without re- 
gard to their cost. 

Second, if cash or property other than securities 
of the corporation pass to the transferors in addi- 
tion to the securities of the corporation, the book 
profit is computed in the usual way and becomes 
taxable gain to the extent of the cash or fair mar- 
ket value of the other property received. 

Third, if, after the transfer, the transferors do 
not have a controlling interest as just described, or 
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if the securities are not received in the same pro- 
portion, the transaction presumably becomes tax- 
able, the profit being measured by the excess of 
the fair market value of what is received over the 
cost of what has been transferred. But in most 
situations of this kind it will be found that the 
securities received have no fair market value. In 
this connection an important decision of the Board 
of Tax Appeals’, which has been agreed to by the 
Commissioner, will be of interest. In 1918 a cor- 
poration acquired assets which 
cost the transferor $74,813.22, giv- 
ing him therefore $34,400 in cash 
(from the sale to the public of 344 
shares) and 600 shares of stock. 
The transferor had originally sub- 
scribed for 600 shares and the re- 
maining 400 of an authorized 
issue of 1,000 shares had been 
offered to the public. But the 
public had only purchased 344 
shares. The transferor thus owned 
600 out of a total of 944 outstand- 
ing shares. He was held to have 
disposed of a **%s4 interest in his 
assets for $34,400 cash. The re- 
maining ©%4s4 yielded no profit be- 
cause no evidence existed that the 
600 shares could have been sold 
at par. In the usual transfer of 
this kind, where only stock is re- 
ceived, it would make little differ- 
ence whether or not control had 
been maintained, because if not 
maintained, only under unusual 
circumstances could it be asserted 
that the securities received, closely held, had a 
fair market value. 

Fourth, should any doubt. exist in the minds of 
the incorporators as to the fulfilment of the condi- 
tions precedent to giving a non-taxable status to 
the transfer, the simple legal expedient of estab- 
lishing preliminary corporations may be adopted 
whereby the new corporation receives its assets 
from such preliminary corporations in which the 
requirements of control and proportion are com- 
plied with. 

Fifth, the basis at which the property acquired 
by the corporation must be valued for tax purposes, 
under the circumstances recited, is the cost or other 
basis that would have been allowed the transferor 
had he continued as the owner of the asset, plus 
or minus any taxable gain or deductible loss arising 
to him from the transfer. This limitation applies 
to all transfers after December 31, 1920, but is not 
retroactive prior to January 1, 1924, in the sense 
that it affects the computation of taxable income 
during the years 1921, 1922, and 1923. In this rule 
the principle is recognized that in an exchange any 
amount which is called a selling price to the ven- 
dor must remain as cost to the vendee. In the 
illustration in the fourth paragraph above, the cost to the 
new corporation of A’s fixtures is $5,000, measured 
in terms of the par value of stock, but deductible 


7? B. T. A. 436. 


(Continued on page 178) 


Should the Corporation Income 
Tax Have Been Increased ? 


By M. L. SemmMaAn* 


as one which made a very decisive reduction in 
Federal taxes. With this reduction, however, 
there is one very important exception, and that is the 
income tax on the corporation. This tax has been 
increased from 12% per cent to 13% per cent, although 
the rate for 1925 has been increased only to 13 per cent. 

It is surprising how little com- 
ment this increase has received in 
the public press. The only reason 
apparently given for the increase is 
the elimination of the capital stock 
tax on the corporation. Offhand, 
this sounds as if the corporation has 
been relieved from the making of an 
additional tax report, and yet is pay- 
ing no higher taxes. 

The supposition is far from being 
an actual fact. What can be said 
to be a fact is that thousands of cor- 
porations who have been paying no 
income tax at all, will now escape 
the payment of Federal taxes en- 
tirely. This is particularly true of 
the gigantic natural resource com- 
panies and various holding com- 
panies, who, while they have a very 
small income, have tremendous capi- 
tal holdings, and in the past have 
paid capital stock tax on such capi- 
tal holdings. The change in law 
entirely exempts corporations from taxation, but 
instead throws the burden upon the already over- 
taxed medium-sized companies, who nominally earn 
a substantial return on their investment, largely 
because of the personal efforts of controlling stock- 
holders. 

The increase of 1 per cent, in the place of the capital 
stock tax, to most income producing companies means 
an increase of from 50 per cent to perhaps as much as 
1000 per cent in what was heretofore the corporation’s 
capital stock tax. 

For instance, under the old law a corporation earning 
$100,000 a year, paid a capital stock tax on a capital 
of approximately $600,000. This at $1.00 a thousand, 
resulted in a tax of $600 per year. Under the new law, 
this $600 capital stock tax is eliminated and instead a 
1 per cent additional tax is imposed upon the income. 
This, in the particular illustration given, increases the 
income tax by $1,000, or $400 in excess of the capital 
stock tax previously paid, an increase of 662/3 per 
cent. Furthermore, the $600 capital stock tax was 
deductible as an expense, whereas the increased income 
tax is not deductible. The effect, as compared with the 
capital stock tax, is that the income tax rate is increased 
not to 13%4 per cent but in some cases as high as 15 
per cent. 


Hey Revenue Act of 1926 will go down in history 


*Of Seidman & Seidman, Certified Public Accountants, New York. 
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As a general proposition it can be stated that in 


every case where a corporation earns more than 10 
per cent on its capital, its tax burden has been increased 
by the new law. Ina great number of cases the burden 
has been increased very materially. By far the largest 
number of such cases are among the medium-sized 
corporations. 

Effect on Tax-Exempt Securities 

Here is another situation quite 
unlooked for in connection with the 
change. This affects tax-exempt 
securities. The elimination of the 
capital stock tax will merely accele- 
rate the evil of tax exemption. Un- 
der the old law the tax was placed 
upon the value of the capital stock, 
irrespective as to whether that value 
resulted from the ownership of tax- 
exempt securities or other property. 
This was perhaps one of the most 
effective ways of taxing the tax- 
exempt security in the hands of a 
corporation. 

There seems to be very little dis- 
agreement on the evil of tax exemp- 
tion and everyone seems to be in 
favor of tightening up the escape 
from such taxation. Yet, the elimi- 
nation of the capital stock tax and 
the increase of the income tax rate 
will clearly have the opposite effect. 
It will give complete exemption to corporations 
holding large amount of tax-exempt securities. 

That the tax rate on the corporation has been in- 
creased, there is no question, but one wonders how 
long it will be before the capital stock tax will again 
appear. Past experience has shown that corpora- 
tions have been used as a target in the framing of 
taxation policies. There is little disagreement on 
the fairness of a capital stock tax when properly 
administered. One can almost predict, therefore, 
with a fair degree of safety, that somebody next 
year or the year following will point out that there 
is a lucrative source of revenue untouched. A brand 
new capital stock tax is sure to follow. At that time 
probably nothing will be said about reducing the 
income tax. 

In a great many instances where corporations are 
virtually partnerships in corporate form and where the 
income of the corporation is really the income of indi- 
viduals actively engaged in the business, such individ- 
uals in effect pay as much as ten times the tax rate 
as a corporation as they would be called upon to pay 
on the same income were they to conduct the same 
business either in individual or partnership form. This 
can be readily seen from the fact that the normal tax 
on individual incomes ranges from 1% per cent to 5 
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Affiliated Corporations 


In the Light of the Decisions of the Board of Tax Appeals 


Part II. What Is Control? 
By James S. Y. Ivins* 


HE leading cases on the nature of control are 
the appeals of Isse Koch & Co., Hagerstown Shoe 
& Legging Co., and Rishell Phonograph Co. In 
those decisions the Board attempted to explain the gen- 
eral principles, as has been indicated—that control is 
a matter of actual fact, not legalistic technicality, to 
be considered in the light of all the elements of the 


In Appeal of Canyon Lumber Co., 1 B. T. A. 473 
[Trammell] one company held half the stock in an- 
other. The balance was in other hands but pledged in 
escrow to secure a debt. The Board held that the first 
company did not control it. There were no -intercor- 
porate transactions mentioned in the findings. 

In Appeal of Block Street Wharf Warehouse Co., 


situation, and constituting only 
one factor to a conclusion de- 
pendent upon several. For prac- 
tical reference it will probably 
render the decisions more con- 
venient of reference if we ar- 
range them in the order of the 
extent of the minority interests, 
control over which was dis- 
puted. 

In the. appeals of Old Colony 
Railroad Co., 1 B. T. A. 1067 
[Graupner] and Norwich & 
Worcester Railroad Co., 2 B. 
T. A. 215 [Sternhagen], the 
subsidiary railroad companies 
had leased their entire proper- 
ties to the principal company 
for 99 years. The fact that the 
parent company in each case 
held less than half the stock 
of the subsidiary led the Board 
to hold that, in spite of the 
control of the physical prop- 
erty under the lease, the parent 


ITH the view of presenting the 
decisions of the Board of Tax Ap- 
deals which have affected the issue of 
affiliated corporations so as to provide a 
Group I—Those decisions where it was 
basis for judgment as to the probable 
action of the Board in future cases, the 
decisions are classified into three groups: 
most important to decide whether or not 
substantially all of the stock was within 
a conceded or readily determined owner- 
ship or control; Group II—Those cases 
where the question of whether or not 
control exists presented the main problem; 
and Group III—Where the decision pri- 
marily concerned whether certain stock- 
holders constituted the same interests.: 
The cases falling into the first classifi- 
cation were considered in the April num- 
ber. In this article the last two of the 
“three dimensions” of the problem of 
determining under what conditions cor- 


2 B. T. A. 183 [Ivins] the 
Board was confronted with the 
question whether a corporation 
is presumed to control the stock 
in another company held by its 
president (a principal stock- 
holder). This man undoubtedly 
controlled half the stock of the 
second company, the other half 
of which was owned by the first. 
But he did not control a major- 
ity of the shares of the first 
company, and no claim for a 
class B affiliation was made. 
The Board found no evidence 
that the individual’s stock in 
the second company was con- 
trolled by the first, even though 
the individual might be admit- 
ted to be closely affiliated with 
it. The opinion contains. the 
statement, “If anything, the 
evidence tends to show that 
Holland controlled the stock 


company could not be said to 
control substantially all the 
stock of the subsidiary. 

In Appeal of Argentine Im- 
port & Export Corp., 2 B. T. A. 138 [Morris] the 
two holders of all but one share of stock of one com- 
pany held less than half of the stock in the other. The 
majority of stock in the latter had been issued for 
notes, in what the taxpayer claimed was violation of 
law, wherefore the taxpayer said it should not be 
regarded as outstanding stock. But the Board found 
that it had been treated, in the corporate operations, 
as valid and acting stock, and had been voted by the 
record holders, even though there was a lien upon it 
for the debt. The stock was not regarded as con- 
trolled. 

In Appeal of R. A. Tuttle Co., 1 B. T. A. 1218 
[Ivins] half of the stock of the subsidiary company was 
held by an' employee of the parent. There were intercor- 
porate transactions. But the Board found no evidence 
of any actual control by the parent company over the 
stock held by its employee in the subsidiary, and said 
that mere potential control (even if it were conceded 
to exist) not shown to have been exercised, was in- 
sufficient as a basis for affiliation. 


presented. 


“Of Holmes, Brewster & Ivins, Washington, D. C. 


porations may be held to be affiliated are 
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owned by the Corporate Financ- 
ing Co.” [which he voted for 
it] and “a tail does not neces- 
sarily control a dog because 
closely affiliated with it.” 

In Appeal of Madera Yosemite Big Tree Auto Co., 
2 B. T. A. 346 [Ivins] the parent company owned 65 
per cent of the stock of the subsidiary. The 35 per cent 
minority was held by the manager of the subsidiary 
subject to an option on the part of the parent com- 
pany to buy him out at will at a price to be fixed by 
reference to tangible value of equipment. This was 
regarded as potential but not exercised control and 
affiliation was denied. This decision seems to conflict 
with some others to be discussed later, but in them 
the percentage of the minorities held to be controlled 
was smaller. It would seem that the degree of con- 
trol necessary to satisfy the statute depends largely on 
the extent of the minority over which it is exercised— 
the greater the minority interest the more complete 
must be the control. 

The Appeal of Stauffer Chemical Co., 2 B. T. A. 
841 [Littleton] involved in effect three separate and 
distinct cases. Company number one owned 60 per cent 
of the stock of company number two, another 20 per 
cent of number two was owned by the individual who 
was president of both companies, and the remaining 
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20 per cent of number two was pledged to number one 
which voted it. The corporations were held affiliated. 


Company number one held 55 per cent of the stock 
of company number three. The other 45 per cent was 
held by outsiders. The corporations were held not affili- 
ated, although there was unity of management and 
number one financed number three in certain matters. 
Mere unity of management and loans of money appar- 
ently does not constitute control where the minority 
is as large as 45 per cent. 

Company number one held 39.5 per cent of the stock 
of number four. It voted another 10 per cent, which 
was pledged to it. One-half per cent was owned by 
the son of the president of number one. Fifty per 
cent of number four stood in the name of the son-in- 
law of the president of number one, but he had re- 
ceived it as a gift from his father-in-law who always 
voted it for him, he himself living abroad. The com- 
panies were held affiliated. The Board did not go into 
detailed reasoning, but cited other decisions from which 
we may deduce either that it regarded the son-in-law’s 
stock as controlled by the father-in-law or that it re- 
garded the two as constituting the same interests. 


The Appeal of Hagerstown Shoe & Legging Co., 
1 B. T. A. 666 [Sternhagen] has already been men- 
tioned. The owners of all the stock of one company 
held 56.1 per cent in the other. The minority was 
held by employees under contracts of purchase by which 
they were pledged as collateral. The power of sale was 
limited. If employees severed their connection while 
indebted, they had to sell to the majority. And the 
majority were always in a position to sever the con- 
nections. The stock of the minority was held to be 
controlled by the majority. Economic unity of the busi- 
nesses was apparent. This was the first fully reasoned 
decision on control and remains the leading case, as 
far as frequency of citation, both in briefs and in other 
decisions, is concerned. The Board has not always been 
as liberal in its construction of control as in this appeal, 
but undoubtedly still regards its decision as controlling 
in cases which can be shown as coming within its facts. 

The Appeal of Rishell Phonograph Co., 2 B. T. A. 
229 [Ivins] is principally valuable for its general ex- 
pressions as to the necessity for considering all the 
doubtful factors together. The Board after expressing 
views on the generalities which might have well been 
made a basis for allowing affiliation, denied it on the 
ground that the 61 per cent direct ownership of the 
controlling stockholders in the principal company, was 
insufficient to constitute substantially all. The evidence 
had been mainly directed to showing that the principal 
stockholders controlled the minority in the second com- 
pany—as they undoubtedly did (within the effect of 
the Board’s other decisions), but insufficient evidence 
was produced to show control over the minority in the 
principal company. The chief difference between this 
and the Hagerstown appeal lies in the fact that in the 
latter the controlling stockholders owned all the stock 
in the principal company. The percentage of direct own- 
ership in the second company was higher here than in 
the Hagerstown case, but the percentage of direct own- 
ership in both added together was lower. 

In any event it is clear that the Rishell case involves 
a border-line decision—one wherein it is impossible to 
determine the exact basis for the ruling. It was strictly 
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a “jury” case, and the decision went against affiliation 
where a slight difference in evidence might have brought 
about a different result. 


In Appeal of Lee S. Smith & Son Company, decided 
January 16, 1926 [Trussell] there were three corpora- 
tions in which the majorities of stock were held by 
two brothers and the wife of one of them in somewhat 
varying ratios. The minority stockholdings of 8 per 
cent and 10 per cent were held by employees under 
contract to pay for it out of dividends and to sell back, 
if they should leave the employment. at book value less 
any balance due on the purchase contract. Here the 
minorities were small and they were controlled within 
the decisions in the Koch and Hagerstown cases. As 
between the majority stockholdings the Board seems 
to have regarded the family relationship as constitut- 
ing the same interests. 


In Appeal of Goldstein Brothers Amusement Co., 
decided January 21, 1926 [Marquette] a class B affili- 
ation was sought. In one company there was a 40 per 
cent minority with no evidence of control except family 
relationship. In the other company there was a 25 per 
cent minority with no control except that the majority 
had the refusal of the minority stock before the min- 
ority could sell to others. The Board held (1) that 
family relationship alone does not constitute control, 
and (2) that a mere refusal does not constitute con- 
trol. It also said specifically that it did not regard 
75 per cent as substantially all the stock of one of the 
companies. The family relationship between the major- 
ity and the minority stockholders was not direct, but 
that of brothers-in-law, and only applied to a part of 
the minority stock. 

In Appeal of Hartford & Connecticut Western Rail- 
road Co.,2 B. T. A. 211 [Sternhagen] the parent com- 
pany owned 58.9 per cent of the stock of the subsidiary 
and held and operated all its properties ‘under a 99- 
year lease. The Board held the companies affiliated. 
Here there was more than intercorporate relationship 
shifting profits. The subsidiary company was reduced 
to a mere shell, receiving rental and dividing it among 
its stockholders, and the minority stockholders were not 
in a position to interfere even with the distribution of 
dividends. This decision differs from that in the Nor- 
wich & Worcester Railroad and the Old Colony Rail- 
road only in that here the parent company held a major- 
ity of the stock of the subsidiary and in those cases 
it held a minority. It would hardly seem that the out- 
side majority in the Norwich & Worcester and the 
Old Colony cases was much better off than the out- 
side minority in the Hartford & Connecticut Western 
case, but the fact of the difference between being a 
majority and being a minority seems to have been the 
basis for the Board’s distinction between the cases. 

In Appeal of Monroe Furniture Co., 2 B. T. A. 743 
[Smith] it is slightly different. The stock in four com- 
panies was held by four principal stockholders and a 
group of small stockholders in ratios varying as high 
as 36 per cent. This large variation was due to the 
interest of Mrs. L. L. Kaplan in the fourth company. 
Mr. S. Kaplan was the president and principal stock- 
holder of all the companies and he managed them all, 
having a contract with Mrs. L. L. Kaplan (who was 
related to him by affinity) to the effect that he should 
manage the fourth company on the basis on which he 


ed 
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was managing the other three. There was economic 
unity of operation and arbitrary shifting of profits. 
The Board put its decision on the ground that it re- 
garded the stock of the four companies as being owned 
or controlled by the same interests, but did not say 
whether it regarded the interests of the two Kaplans 
as identical or whether it regarded Mr. S. Kaplan as 
controlling the stock of Mrs. L. L. Kaplan. 

The et of Boston Structural Steel Company, 
.. ae 3 1004 [Lansdon] is an opinion which has 
caused man discussion. There a 33 per cent minority 
was held to be controlled, the control arising out of an 
agreement that if the minority stockholder should be 
discharged or leave the employment of the corporation 
he would turn in his stock and get back the $1,000 
which he had paid for it. On the face of it, this would 
seem to parallel the Hagerstown decision if it were 
not for the further finding of fact that the minority 
stockholder had been employed and allowed to buy 
into the second company for the purpose of keeping 
the companies on good terms with the trade unions 
in which the minority stockholder. was a power. On 
the face of this, it has been difficult for some critics 
to accept the suggestion that the control was all one 
way. 

In Appeal of Bonneville Lumber Co., 2 B. ‘T. A. 489 
[no opinion] the parent corporation held stock in a 
number of subsidiaries in proportions varying from 
66.7 per cent to 87.3 per cent. Part of the minority 
stockholders were under contract not to hypothecate, 
sell or otherwise dispose of their stock except to the 
parent company. The parent company had the right 
to repurchase at any time, and the minority stock- 
holders could require it to repurchase at any time at 
book value. The other part of the minority stockhold- 
ers, who were relatives or close business associates of 
the owners of the stock of the parent company, held 
their stock under an oral understanding that should 
they desire to sell, the parent company would have the 
first opportunity to purchase. There was complete eco- 
nomic unity in the operation of the companies. The 
Board held them affiliated, referring in its decision to 
the Hagerstown and Koch cases. Obviously the deci- 
sion is based on the control by contract. 

In Appeal of Stanley Insulating Co., 2 B. T. A. 967 
[Ivins] two-thirds of the stock of one company was 
owned by the other. The business relationship between 
the minority and the majority indicated clearly that 
the minority had put their money into the proposition 
for the purpose of allowing the majority to handle and 
manage it for them and did not expect to take any part 
in the management but merely allowed the majority 
to run things until it could sell out the entire subsidiary 
corporation. The certificates of the minority stockhold- 
ers were in the possession of the majority, and the 
latter held proxies from them. The Board held the 
corporations affiliated. 

In Appeal of Eimer & Amend, 2 B. T. A. 603 [Lit- 
tleton] a one-third minority was controlled by a very 
definite contract under which the holder had agreed 
to allow the parent company to run the business with- 
out interference. His stock had been transferred to 
him merely to give him a financial interest in the suc- 
cess of the company of which he was the shop man- 
ager. There was economic unity between the corpora- 
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tions, the subsidiary being operated merely as a depart- 
ment of the parent. The Board held them affiliated. 

In Appeal of Farmers’ Fuel Co., 1 B. T. A. 1058 
[Korner] the owner of 93.6 per cent of the A com- 
pany, who controlled 4.8 per cent more of its stock 
and whose son held the rest, owned 78.2 per cent 
of the stock of the B company, which was operated 
merely as a mine facility of the A company. The B 
company was a losing proposition, greatly in debt to 
the A company and kept in existence merely by fur- 
ther advances on the part of the A company. The 
minority stockholders regarded their stock as worth- 
less and took no interest in the corporate affairs. The 
Board held the corporations affiliated on the ground of 
control, though it might well have based its decision, 
in the light of the circumstances, upon the ground that 
the 78.2 per cent majority constituted substantially all 
where the minority regarded their stock as worthless 
and took no part in the corporate affairs. 


In Appeal of Gamon Meter Co., 1 B. T. A. 1124 
[Littleton] a 20 per cent minority was regarded as 
controlled, it having been issued to an employee with- 
out payment by him under an agreement that he would 
always vote as directed by the parent company and 
would not sell it without the parent company’s consent. 
The corporations were held affiliated for years coming 
under the Revenue Act of 1918, but affiliation was 
denied for 1917 because they were not in related busi- 
nesses and there were no intercorporate transactions. 

In Appeal of A. Friederich & Sons Co., 2 B. T. A. 
1318 [Marquette] the same five individuals owned 80 
per cent in one company, 88 per cent in the second 
and 100 per cent in the third and controlled the minor- 
ity stock under an agreement that the holders of it, 
who were employees, would never sell to anyone except 
the majority stockholders. As employee stockholders 
left the employ of the companies they actually did sell 
it to the majority. There seems to have been no con- 
tract by which the employee minority could have been 
compelled to sell even upon being discharged from 
employment, but the minorities were so small that the 
Board seems to have regarded a less degree of control 
necessary than in such a case, for example, as the 
Madera Yosemite Big Tree Auto Co. 


In Appeal of Georgia Car & Locomotive Ce. 2 B. 
T. A. 986 [Littleton] there was a situation very simi- 
lar to that in the Farmers’ Fuel Co. between two rail- 
road companies, the majority stockholder owning 97.5 
per cent in the first company and 75.3 per cent in the 
second company, also holding 7.5 per cent more in the 
second company as his brother’s executor, the balance 
of the two companies being owned by employees of 
the first company, and the two companies having inter- 
corporate relations effecting economic unity. The Board 
held them affiliated on the ground of control, appear- 
ing to feel a high degree of control unnecessary where 
the ownership was so large. 


The Appeal of Isse Koch & Company, Inc., 1 B. T. 
A. 624 [Hamel] involved a minority of only 15.6 per 
cent, but is very important for the reason that it was 
the pioneer decision of the Board upon the proposi- 
tion that the word “control” in the statute meant actual 
rather than strict legal control. The control found to 
have been actually exercised was under an agreement 
whereby the minority, who were employees,: were obli- 
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gated to sell out to the majority upon ceasing to be 
employees and whose employment was terminable at 
the will of the majority. ~ 

The Appeal of Baker Lumber Co., 2 B. T. A. 907 
[no opinion] involved an ownership by Baker of 100 
per cent, 93.06 per cent and 86.98 per cent of the 
stock in three companies, the minorities being held by 
employees, it being pledged to Baker under pledges 
which entitled him to vote their stock. He also had 
the refusal of the stock before they could sell to any- 
one else. The Board held them affiliated. 

In Appeal of Baird Machine Company, 2 B. T. A. 
1089 [Korner] the parent company owned outright 
83.67 per cent and 63.4 per cent of the voting stock 
of the subsidiaries. Further, it had actual possession 
and directly controlled, by means of written agreements, 
11.83 per cent and 24.4 per cent, respectively. The 
balance of 4.5 per cent in the first subsidiary was held 
by the assistant secretary of the parent company, and 
the balance of 12.2 per cent in the second subsidiary 
was held by the attorney for the parent company and 
the president of the first subsidiary. The Board placed 
its decision on the ground that the interests were closely 
affiliated, though it might almost have placed it on the 
ground that substantially all of the stock was controlled. 

In Appeal of Edward Rose Co.,2 B. T. A. 341 [Lit- 
tleton] there was a dispute as to affiliation with respect 
to only a short period and during that period the 
majority stockholder controlled the minority by an 
agreement giving him the full and complete control 
of the companies. Through his ownership and this 
agreement he controlled 100 per cent, 95 per cent and 
95 per cent, respectively. 

III. Closely Affiliated Interests 


There is another group of decisions where the Board 
has held that husband and wife, brothers, parent and 
child, in the circumstances in the respective cases, con- 
stitute the same interests. These cases all seem to have 
been class B affiliations, and in each case it appeared 
that the interests were working together for a common 
purpose as well as that the corporations were operated 
as economic units. These decisions are Appeal of 
Wright Cake Co., 2 B. T. A. 58 [Lansdon], where 
the Commissioner urged affiliation and the taxpayers 
were resisting it; Appeal of Brannum Lumber Co., 2 
B. T. A. 821 [no opinion] ; Appeal of Central Amuse- 
ment Co., 2 B. T. A. 886 [no opinion]; Tri County 
Light & Power Co., 2 B. T. A. 1165 [no opinion], 
and Peru Chair Works, 3 B. T. A. 29 [no opinion]. 

The decisions discussed above are all those rendered 
by the Board on affiliations up to the end of January, 
1926. From them we may consider certain propositions 
as sufficiently well settled as to be of assistance in de- 
termining other cases: 

(1) That, regardless of control over the balance, 
92 per cent may ordinarily be considered substantially 
all the stock of a corporation. Appeal of Schloss Bros. 
Co., 1 B. T. A. 581. 

(2) That where there is no economic unity or arbi- 
trary shifting of profits, 75 per cent is not substan- 
tially all of the stock of a corporation. Appeals of 
Ditter Brothers, Inc., 2 B. T. A. 421 [no opinion], 
and Goldstein Bros. Amusement Co., January 21, 1926 
[Marquette]. These decisions are subsequent to and 
may be considered to overrule Appeal of Sayre Stamp- 








ing Co., 2 B. T. A. 166 [no opinion], unless the lat- 
ter is distinguishable on the ground that there was eco- 
nomic unity or unity of interests not appearing in the 
findings of fact. 

(3) That where there is economic unity—two or 
more corporations being operated as a single enter- 
prise—coupled with arbitrary shifting of profits be- 
tween them, the dividing line between substantially all 
and less than substantially all would seem to be around 
80 per cent. The Appeals of Highland Land Co., 2 B. 
T. A. 100 [no opinion], 80 per cent; Midland Refin- 
ing Co.,2 B. T. A. 292 [Green], 79.3 per cent; Sayre 
Stamping Co., 2 B. T. A. 166 [no opinion], 75 per cent, 
hold in favor of affiliation; and the Appeal of Wad- 
hams & Co., 2 B. T. A. 569 [no opinion], 80 per cent, 
holds against it. 

(4) That control is not necessarily strict legal con- 
trol, but that actual control, if exercised, is sufficient. 
In other words, to have control over stock it is not 
necessary for a man to own it or hold an irrevocable 
power of attorney to vote it. Appeals of Isse Koch & 
Co., Inc., 1 B. T..A. 624 [Hamel], and Hagerstown 
Shoe & Legging Co., 1 B. T. A. 666 [Sternhagen]. 


(5) That the right of a minority stockholder to call 
upon the majority to buy him out does not of itself 
give the majority control of his stock. Appeal of Union 
Metal Spinning Co., 2 B. T. A. 520 [Smith]. 

(6) That a corporate majority stockholder will be 
regarded as controlling the stock of the minority, where 
the entire assets of the held company are in possession 
of the majority stockholder under a long-term lease. 
Appeal of Hartford & Connecticut Western Railroad 
Co., 2 B. T. A. 211 [Sternhagen]. But that a minority 
stockholder being lessee under a similar lease, will not 
be regarded as controlling the majority stock in the 
held company. Appeals of Old Colony Railroad Co., 
1 B. T. A. 1067 [Graupner], and Norwich & Worces- 
ter Railroad Co., 2 B. T. A. 215 [Sternhagen]. 

(7) That the mere fact that a stockholder in one 
company is an employee of another does not give the 
latter control of his stock. Appeal of R. A. Tuttle Co., 
1 B. T. A. 1281 [Ivins]. 

(8) That the mere fact that a stockholder in one 
company is president of and a stockholder in a second 
company does not of itself give the second company 
control over his stock in the first. Appeal of Block 
Street Wharf & Warehouse Co.,2 B. T. A. 183 [Ivins]. 

(9) That the fact that certain stock is held in 
escrow to secure a debt does not of itself eliminate 
that stock as a factor in considering what constitutes 
substantially all of the stock of the company. Appeal 
of Canyon Lumber Co., 1 B. T. A. 473 [Trammell]. 

(10) That where an employee of one company holds 
stock in a second company subject to a right on the 
part of the first company or its stockholders to buy 
him out at not more than the true value of his stock 
upon the termination of his employment, and the em- 
ployment may be terminated at the will of the first 
company, his stock will be considered controlled by 
the first company or its stockholders. Appeals of Isse 
Koch & Co., 1 B. T. A. 624 [Hamel]; Hagerstown 
Shoe & Legging Co., 1 B. T. A. 666 [Sternhagen] ; 
Lee S. Smith & Son Company, [Trussell] ; Bos- 
ton Structural Steel Co., 1 B. T. A. 1004 

(Continued on page 181) 
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The Earned Income Credit Puzzle 


Part II — Computation of the Credit 


By James J. LEany* 


N last month’s National Income Tax Magazine, 

consideration was given to the problems of tax- 

payers in determining the amount allowed them 
under the statute as their earned net income on which 
to compute the credit. 

After the difficulties experienced in determining the 
allowable amount of his earned net income, the tax- 
payer will frequently find that, having successfully 
solved that puzzle, his troubles have only just begun. 
On account of the limitation provisions in the statute, 
he must not only determine the credit computation 
correctly, but then ascertain whether it is within the 
prescribed limitations. 

The 1924 Act provided that the credit, as computed 
on the allowable earned net in- 
come item, in no case could 
exceed 25 per cent of the tax- 
payers’ normal tax on his 
actual net income (earned net 
income included) from all 
sources. The amount, if any, 
of the surtax on his actual net 
income was immaterial. There 
could be no surtax on his al- 
lowable earned net income 
item, since the maximum al- 
lowable was $10,000, and net 
income to the amount of 
$10,000 is exempt surtax under 
the 1924 and 1926 Acts. 

Upon increasing the maxi- 
mum allowable earned net in- 
come item to $20,000, the matter of surtax had to be 
taken into consideration by Congress in the enactment 
of the earned income provisions of the 1926 Act. In- 
stead of limiting the credit to 25 per cent of the nor- 
mal tax, plus 25 per cent of the surtax, if any, on the 
actual net income of the taxpayer, the limitation pro- 
vision in the 1926 Act is that “in no case shall the 
credit allowed under this subdivision exceed 25 per 
centum of his tax under Section 210 (normal tax sec- 
tion) plus 25 per centum of the tax which would be 
payable under Section 211 (surtax section) if his 
earned net income constituted his entire net income.” 
Thus, the credit may not exceed one-fourth of the 
normal tax on the actual net income of the taxpayer 
plus one-fourth of the surtax, if any, on his allowable 
earned net income item, rather than (as would be ex- 
pected) one-fourth of the normal tax and surtax, if 
any, on his entire actual net income. 

As a consequence, many abnormal results follow, 
under certain combinations of facts, which would not 


‘arise had the credit been limited to 25 per cent of the 


taxpayer’s total normal tax and surtax. 

Thus, a person may not be liable for any tax, but 
nevertheless may be entitled to an earned net income 
credit which is of no benefit to him. For example, a 
married man, with no dependents, has a salary of 


*Of the Chicago Bar. 


ANY who imagine that the earned 
income credit is a free gift of 
Congress are sadly disillusioned when 
they endeavor to figure out the allowance. $37.50. There is no surtax 
The first obstacle that confronts the 
taxpayer is that of determining his earned 


income as prescribed by the statute. An 
exposition of this phase of the problem 
was made in the April issue. 


This section of the article concerns the 
final feat of computing the amount of tax 
reduction, tf any, that accrues. 





$12,000. His allowable deductions aggregate $8,500. 
His taxable net income is, therefore, $3,500. After 
applying his $3,500 marital exemption to his net in- 
come, there is no net income subject to normal tax. 
Since his net income is only $3,500, and net income of 
$10,000 is exempt surtax, he has no surtax. His 
earned net income credit is limited to 25 per cent of 
his normal tax (none) plus 25 per cent of a surtax 
($20) on his allowable earned net income item 
($12,000), or $5, so that this taxpayer has a credit, 
but no tax on which to receive the benefit thereof. 
Another taxpayer may have a tax, but an earned net 
income credit more than sufficient to absorb it. For 
example, a person’s entire taxable income is $20,000, 
received as salary, against 
which he applies a loss of 
$14,000, making his taxable 
net income $6,000. After ap- 
plying his marital exemption 
of $3,500, his normal tax is 


on net income of $6,000. His 
earned net income credit is 
limited to 25 per cent of his 
normal tax ($9.38), plus 25 
per cent of the surtax ($220) 
on his allowable earned net 
income item of $20,000 ($55), 
or $64.38. Thus, he has a tax 
of $37.50, and a credit of 
$64.38, leaving no tax due, but 
an unabsorbed balance oi 

Another taxpayer may find that he has a certain 
credit, as determined on his allowable earned net in- 
come item, but because the limitation provision applies 
to his facts, and he happens to have no normal tax, but 
only surtax, and no surtax on his allowable earned net 
income item, he must pay his surtax in full without the 
benefit of any earned net income credit. 

Thus, a man with a taxable net income of $14,000 
(all from dividends exempt normal tax), may take 
$5,000 thereof as his earned net income. If he is mar- 
ried, with no dependents, his earned net income credit 
on $5,000 would be $5.62. Because he has no actual 
normal tax (all his net income being surtax income), 
and there being no surtax on his $5,000 allowable 
earned net income item, he may not take any earned 
net income credit. The statute. provides that in no 
case shall the allowable credit exceed one-quarter of 
his actual normal tax (in his case none) on his true 
net income from all sources, plus one-quarter of the 
surtax (in his case none) on his allowable earned net 
income item. He must, therefore, pay a surtax of $40 
(there being no normal tax), without the benefit of 
any earned net income credit. 

Except for the limitations above referred to, the 
statute provides that the taxpayer shall “be credited 
with 25 per cent of the amount of tax which would 
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be payable if his earned net income constituted his 
entire net income.” 

Two computations are, ‘therefore, necessary, and 
that is why the return, Form 1040, shows a series of 
items to the left of the tax computation schedule for 
the purpose of first computing the credit on the allow- 
able earned net income item, and then states that the 
amount, so shown, shall not be taken in a sum exceed- 
ing 25 per cent of the regular normal tax, plus 25 per 
cent of the surtax, if any, on the allowable earned net 
income item. 


Earned Income Credit Computation 


The procedure involved is first to determine the 
amount of the allowable earned net income, and to 
then compute the tax as if that sum was the entire net 
income of the taxpayer, using in this computation the 
personal exemption and credit for dependents, to 
which he may as a taxpayer be entitled under his 
status. One-fourth of this tax computation result will 
be the earned net income credit, provided it does not 
exceed the result of the other required computation. 
If it exceeds the other result, then the latter must be 
taken as the credit. The other required computation 
is to compute the actual normal tax of taxpayer on his 
entire net income from all sources (the net income 
shown at line 18, Form 1040); then to compute the 
surtax, if any, on his allowable earned net income 
item (not on his taxable net income of line 18) ; then 
to add to the regular normal tax, as so computed, the 
surtax, if any, as so determined, on the amount of his 
allowable earned net income item; and then to take 
one-fourth of the result. This result is then his 
earned net income credit, provided the result from 
the other was larger than the result from this second 
computation. If not, then the result from the first 
computation will be his authorized earned net income 
credit. 

To illustrate, Arthur Young has net income in the 
following items; salary (after deducting the expenses 
required in obtaining it) of $18,000, dividends of 
$4,000, and other net income from rents, interest, and 
profit from sales (not reported for the capital net 
gain tax of 12% per cent) of $28,000. His aggre- 
gate net income is $50,000. He is married and has no 
dependents. His actual earned net income is, there- 
fore, $18,000. He will first proceed to compute his 
tax as if this $18,000 item was his entire net income, 
and one-fourth of such tax will be the earned net in- 
come credit to be compared with the result of one- 
fourth of his regular normal tax plus one-fourth of 
the surtax on $18,000. If less than that result, he will 
take it as his earned net income credit. If not less 
than that result, then he will take the latter result as 
his earned net income credit. 

His normal tax and surtax on $18,000 is $645, and 
one-fourth thereof is $161.25. He will then compare 
this with the following result: one-quarter of his nor- 
mal tax ($2,105) on his net income of $50,000, which 
is $526.25, plus one-quarter of the surtax ($140) on his 
allowable earned net income of $18,000, which is $35, 
or an aggregate for these two items of $561.25. Since 
his first computation of $161.25 is less than his second 
computation of $561.25, his authorized earned net in- 
come credit is $161.25. If the result of the first com- 
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putation exceeded $561.25 (the result of the second 
computation) his authorized earned net income credit 


would be $561.25. 


The effect of the limitations in the statute is to pro- 
duce the following results: The amount of the earned 


net income credit of a married man, with no depend- 


ents, with a net income of $5,000, or over, all of a 
kind subject to normal tax and surtax, where surtax 
applies, and whose actual (or minimum allowable, 
where not actual) earned net income is $5,000, in every 
case is $5.62, no matter how large may be his taxable 
net income. This is so, because his credit is necessar- 
ily 25 per cent of his tax on his allowable earned net 
income of $5,000, but not to exceed 25 per cent of his 
actual normal tax on his entire net income, plus 25 per 
cent of his surtax on his allowable earned net income 
($5,000 in such cases, so no surtax thereon), and since 
it can not in any of such cases exceed 25 per cent of 
his regular normal tax on his net income from all 
sources, plus 25 per cent of the surtax on his allow- 
able earned net income of $5,000 (none), it will stand 
as his earned net income credit. 


The cases where the limitation applies, so that the 
taxpayer is obliged to abandon the credit as computed 
on his allowable earned net income, and take in lieu 
thereof the reduced amount of 25 per cent of his reg- 
ular normal tax, plus 25 per cent of the surtax on his 
allowable earned net income item, arise where through 
losses, or other allowable deductions from income, his 
taxable net income is reduced to an amount lower than 
the amount of his allowable earned net income item. 


For example, Paul Jones has an item of earned net 
income of $18,000 salary. He has no other income, 
but his contributions, taxes, and bad debt losses reduce 
this to $10,000, which is his actual net income. He is 
single and has no dependents. His normal tax on 
$10,000 is $205, with no surtax, since $10,000 of net 
income is entirely exempt surtax. The surtax on his 
allowable earned net income item of $18,000 is $140. 
One-fourth of $205, plus one-fourth of $140, is $86.25. 
Compare this with the result of one-fourth of the 
total tax on $18,000 (his allowable earned net income 
item) computed as if this sum were his entire net in- 
come. His normal tax thereon is $605, and his sur- 
tax $140, making his total tax on this $18,000 item, 
$745, one-fourth of which is $186.25. He must, there- 
fore, abandon this result and take the other ($86.25) 
as his authorized earned net income credit, since the 
earned net income credit may not exceed the result of 
the first computation (25 per cent of his regular nor- 
mal tax plus 25 per cent of the surtax, if any, com- 
puted on his allowable earned net income item). 


Where a person has a net income from all sources 
aggregating any sum less than $5,000, as explained in 
the first part of this article published in last month’s 
magazine, all of such net income is deemed to be his 
earned net income, even though it may all be from 
rents, interest, or sources other than compensation for 
services. Thus, in the case of Fred Fulton, a single 
person, with no dependents, whose net income of 
$4,500 is all from rents and interest, except $500 
thereof from dividends, his total tax (only normal tax, 
the $500 dividend item being exempt normal tax and 
there being no surtax on any net income up to 
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$10,000) is $37.50. His allowable earned net income 
is the equivalent of his actual net income ($4,500), be- 
cause the statute provides that if a person’s net income 
is not more than $5,000, his entire net income shall 
be considered to be his earned net income. The earned 
net income credit is 25 per cent of his tax computed 
as if his allowable earned net income was his entire 
net income. Thus, in this case the normal tax on 
$4,500 (the net income, all of which is allowed to be 
treated as earned net income) is $45, and one-fourth 
thereof is $11.25, which would be his earned net in- 
come credit, were it not for the fact that it is greater 
than 25 per cent of his actual normal tax of $37.50, 
plus 25 per cent of the surtax (none) on his allowable 
earned net income of $4,500, or $9.35. Therefore, his 
earned net income credit is $9.35. 


If a person’s net income consists entirely of income 
subject only to surtax and exempt normal tax ; or only 
in part to surtax, and the balance thereof to the 12% 
per cent capital gain tax (which is classified as neither 
normal tax nor surtax) ; or subject entirely to the 12% 
per cent capital gain tax; there being no normal tax 
involved; then no benefit may be obtained from the 
earned net income credit provisions. In such cases, 
while up to $5,000 of any such net income may be 
considered to be the person’s earned net income, never- 
theless the earned net income credit may not exceed 
in any case 25 per cent of the normal tax of the per- 
son (in such case none), plus 25 per cent of the sur- 
tax (none) on the allowable earned net income ($5.000 
of the net income being allowable in such case as 
earned net income, but no surtax attaching to net in- 
come of any kind of $10,000 or less). 


Where, however, in such cases the person receives 
an actual earned net income of over $10,000, even 
though he may not be subject to any normal tax be- 
cause his allowable deductions from gross income 
bring his net income subject to normal tax down to a 
sum not exceeding his normal tax exemptions and 
credits, an earned net income credit may, nevertheless, 
result. 


For example, Arthur Ames has a personal exemp- 
tion of $3,500, and no credit for dependents. His 
total income consists of a capital net gain of $50,000, 
on which he elects to pay the flat 121% per cent tax of 
$6,250, and ordinary income of $20,000, representing 
his salary, from which in his case there happens to be 
no earned net income deductions. His allowable deduc- 
tions from his ordinary income aggregate $16,500. 
His ordinary net income is, therefore, $20,000, less 
$16,500, or $3,500. Since he has a personal exemp- 
tion of $3,500, there is no normal tax. His total tax is 
confined to his capital net gain of $6,250. He may not 
take as an earned net income credit one-fourth of his 
total tax computed on his actual earned net income 
item of $20,000, because that result ($206.25) is in 
excess of one-fourth of the normal tax (none) on his 
ordinary net income (none), plus one-fourth of the 
surtax (one-quarter of $220) on his allowable (actual 
in his case) earned net income of $20,000, or $55. 
He is, therefore, entitled to an earned net income 
credit of $55, on his capital net gain tax of $6,250, 
reducing this tax to $6,195, although he pays no nor- 
mal tax nor surtax. The statute provides that the tax 
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of the individual taxpayer (not the normal tax or sur- 
tax only) shall be credited with the amount of his al- 
lowable earned net income credit. 


Credit in Joint and Separate Returns of Husband 
and Wife 


If joint returns are filed, the combined actual earned 
net income can not exceed $20,000, nor can the com- 
bined minimum amount allowable as earned net in- 
come, exceed $5,000. If separate returns are filed, 
each spouse is entitled to a credit, based upon an 
actual earned net income up to $20,000 which he or 
she may earn, or, where neither has an actual earned 
net income in excess of $5,000, then each may take up 
to $5,000 of their respective net incomes as their 
respective earned net incomes. Thus, where each 
spouse has taxable net income, a saving in tax may 
result from the filing of separate returns on account of 
the allowance to each of separate earned net income 
credits. 

The net income of Mr. Baker is $15,000, all from 
salary, and that of Mrs. Baker $6,000, all from salary. 
They have no dependents. He elects to take all the 
marital exemption of $3,500. His normal tax and sur- 
tax on his net income of $15,000, is $415. His earned 
net income credit is $103.75, reducing his tax to 
$311.25. Her normal tax on her net income of $6,000 
is $120. Her earned net income credit is $30, reduc- 
ing her tax to $90. Their aggregate tax under sep- 
arate returns, after applying the earned net income 
credit, is $401.25, and their aggregate earned net in- 
come credit is $193.75. 

If they filed a joint return, the normal tax and sur- 
tax on their combined net income of $21,000, would 
be $925. They would be entitled to compute the com- 
bined earned net income credit on the sum of their 
respective actual earned net income items ($21,000), 
but not to exceed $20,000 thereof. One-fourth of 
their normal tax and surtax on $20,000 is $206.25, and 
since this is not in excess of one-fourth ($163.73) of 
their actual normal tax of $655 on their actual net 
income of $21,000, plus one-fourth ($55) of their 
surtax ($220) on their combined allowable earned net 
income of $20,000, their earned net income credit in the 
joint return is $206.25, reducing the tax in their joint 
return to $718.75. Comparing the result with that 
obtained from separate returns, we find under separate 
returns an aggregate earned net income credit of 
$193.75, and an aggregate net tax of $401.25, while 
under the joint return, an earned net income credit of 
$206.25, and a total net tax of $718.75: 

The manner in which the benefit of the minimum 
allowable earned net income, with the corresponding 
results, may be obtained by husband and wife is shown 
in the following illustration : 

Mr. Baker’s net income is $4,000, from salary, and $1,000 
from interest and rents. Mrs. Baker’s net income is $4,800, 


all from interest and rents received from an estate. They 
have no dependents. 

In separate returns the allowable earned net income of 
Mr. Baker is $5,000, even though only $4,000 of his $5,000 
net income was actual earned net income (salary), and the 
allowable earned net income of Mrs. Baker is $4,800, even 
though none of her $4,800 net income was actual earned net 
income. In a joint return the allowable earned net income 
of both would be $5,000. These conclusions follow from the 
statutory provisions, that “if a taxpayer’s” (and both 
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spouses are the taxpayer in a joint return, while each is 
a taxpayer in a separate return) “net income shall be con- 
sidered to be earned net income, and if his net income is 
more than $5,000, his earned net income shall not be con- 
sidered to be less than $5,000.” 


If separate returns are filed, and the marital exemption 
is equally divided between them, the tax of Mr. Baker is 
$48.75, less his earned net income credit of $12.19, or $36.56, 
and the tax of Mrs. Baker is $45.75, less her earned net in- 
come credit of $11.44, or $34.31. 


If a joint return is filed, the total normal tax on their 
combined net income of $9,800 (there being no surtax on 
such an amount of net income), is $129. The earned net 
income on the allowable combined net income in this case 
is $5,000. The combined actual earned net income is only 
the husband’s salary of $4,000, but the statute allows up 
to $5,000 of net income of a taxpayer to be considered as 
earned net income, whether or not it is earned ,in fact. 
Their earned net income credit is, therefore, one-fourth of 
their tax in a joint return on an allowable earned net in- 
come of $5,000, or $22.50, making their tax $106.50 in a 
joint return. 


Thus, if separate returns are filed, their aggregate earned 
net income credit is $23.63, and their aggregate tax $70.87. 
If a joint return is filed, the earned net income credit is 
$22.50, and the total net tax, $106.50. 


In comparing the amount of the earned net income credit 
of a taxpayer, as computed on his allowable earned net 
income, with the result of 25% of his normal tax on his 
actual net income, plus 25% of his surtax, if any, on his 
allowable earned net income item, the regular normal tax 
may not first be reduced by any tax credits received for 
tax-free covenant bonds, or for income and profits taxes 
paid to a foreign country, or possession of the United 
States. Neither these nor the earned net income credit, 
are limited to the normal tax, but each and all of them may 
be applied against the total tax of the person, whether 
such total tax comprises only normal tax, or surtax, or 
capital net gain tax, or includes all of these classes of taxes. 


Credit Where Return Is For Part of a Year 


Where a return is made for a fractional part of a year 
under conditions which Section 226 of 1924 and 1926 Acts 
provides shall necessitate placing the income on an annual 
basis, the statute, in Section 226 (d) thereof, authorizes the 
Commissioner to prescribe by regulations the method for 
applying the provisions of subdivisions (b) and (c) of said 
Section 226 to such cases wherein earned income is in- 
volved. Accordingly, in the illustration made part of 
Article 431, Regulations 65, and in ruling Mim. 3308 (IV-1 
C. B. 7), the earned net income credit is shown as one- 
fourth of the tax which would have been payable if the 
amount of the taxpayer’s allowable earned net income had 
been received in a full year. 


It would seem from the earned income provisions of 
the statute that in computing the tax on the allowable 
earned net income in such cases, the computation should 
also be made by placing such earned net income item on 
an annual basis, since the tax on the net income of the 
taxpayer must be computed by placing his net income on 
an annual basis. The statute provides that the earned net 
income credit shaM be 25% of the tax which would be pay- 
able if the earned net income constituted the entire net in- 
come. There is nothing in the statute with respect to 
apportioning any part of the maximum or minimum allow- 
able earned net income where a part of a year is involved. 


It is interesting to note the result, if the regulations per- 
mitted (which apparently they do not) of placing the al- 
lowable earned net income item on an annual basis, as 
shown in the following example. 


Charles Case, a married man, with’ no dependents, has 
an earned net income of $7,500 for a period of three months. 
He filed a separate return for that period because of a 
change from a calendar to a fiscal year basis. This net 
income, raised to an annual basis, would be $30,000 ($7,500 
multiplied by 12, and divided by 3 months). With the per- 
sonal exemption of $3,500, the tax would be $1,985 on $30,- 
000, or $96.25 on $7,500 for 3 months. On this basis the 
tion on the annual basis, or an actual reduction of $124.06 
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credit for earned income would be $496.25 in the computa- 
in the tax for 3 months, while, the method used in the 
regulations would result in an earned net income credit of 
$15 under the same conditions. 


Difficulties of Computation Offset the Benefits 


It is evident from the foregoing article that in many cases 
the determination of the amount of a person’s authorized 
earned net income involves a complicated and laborious task. 
It further appears that after accomplishing same success- 
fully, the determination of the allowable amount of the 
credit involves in many cases a more complicated and more 
difficult task. 

When one stops to consider that the maximum saving 
in tax that can be obtained from the earned income pro- 
visions of the statute is $250, and then only under an ex- 
ceptional and unusual combination of facts, and that in 
most cases the saving will average substantially less than 
that sum, the question suggests itself: Does the average 
taxpayer receive sufficient benefit from the statute to com- 
pensate him for the difficulties and burdens necessarily im- 
posed on him in order that he may ascertain the limited 
amount, if any, of that benefit to which he may be entitled? 


Gains from Illicit Occupations Not Immune 
From Taxation 


HAT profits from the illegal sale of intoxicat- 

ing liquors are not taxable has been repre- 

sented in newspaper dispatches as the decision 
of the Circuit Court of Appeals, Second Circuit in 
Charles J. Steinberg v. United States. This, however, 
Was an erroneous interpretation of the action of 
the court. The reversal of the judgment of convic- 
tion rendered by the District Court S. D. against 
the defendant, charged with having during the 
year 1921 made profits from the sale of liquor 
which he did not disclose on his income tax return, 
was based not on question of the right of the gov- 
ernment under the income tax law to tax gains 
from such a source, but on inadequacy of proof that 
Steinberg during the year in question received any 
income or gains from the sale of intoxicants. 


On the issue of the legality of taxing gains or 
profits from an illegal business, the opinion in- 
corporating the decision of the court, written by 
Judge Charles M. Hough, says: 


On the face of this statute (Revenue Act of 1921) which 
in defining “gross income” extends the phrase to cover 
“gains and profits” as dsitinguished from income, we have 
no doubt that Congress meant to levy a contribution upon 
every species of gain no matter how immoral or vicious 
the method of acquiring the same might be. 


That a given sinner or criminal must in the pursuit of 
his or her prohibited vocation break many laws to obtain 
the wherewithal to satisfy the taxing law, must be re- 
garded as immaterial, for the whole matter is covered by 
one remark of Holmes, J., in United States v. Stafoff, 260 
U. S. 477: “Of course Congress may tax what it also for- 
bids.” This is compendious enough, and was said about 
liquor; and equally true is it, of course, that if the legis- 
lature can tax liquor which it forbids, it can also tax the 
gains made by dealing in what is forbidden. We are not 
concerned with how these singular results are obtained; for 
it is further true, of course, that he who makes unlawful 
gains cannot be legally required to divulge how he made 
them. This difficulty is so obvious that it must have been 
considered even by the lawmakers. 


* * * * * * * * * * * * * * * 


Thus we hold that the unknown increment above the 
sum reported for 1921 as Steinberg’s income was taxable, 
and he was punishable for concealing the facts under Sec- 
tion 253 of the Statute. 
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In a special concurring opinion, Circuit Judge Mar- 
tin T. Manton agrees with the judgment reversing 
the decision of the lower court, but holds that 
the reversal should also order dismissal of the 
indictment on the grounds that no breach of the 
perjury statute is established by reason of his 
opinion that there is doubt that Congress intended 
to tax criminal gains. “It is incredible to believe,” 
says Judge Manton, “that it was intended that a 
bootlegger be dignified as a taxpayer for his illegal 
profit so that the government may accept his 
money for governmental purposes as it accepts the 
money of the honest merchant taxpayer.” 


Accomplishments of Board of Tax Appeals 
Receive Special Recognition 


N COMPLIMENT to the very excellent accom- 

plishments of the United States Board of Tax 
Appeals during its operations in the little less than 
two years of its existence, a committee acting on 
behalf of those enrolled to practice before the Board 
have arranged for a dinner to the Board members at 
the Hotel Willard, Washington, D. C., on May 26. 

The guests at the dinner will include members of 
the Board, Secretary Mellon, Senators F. McL. 
Simmons, Reed Smoot, David A. Reed of the Sen- 
ate Finance Committee, Representatives Wm. R. 
Green and John M. Garner of the House Ways and 
Means Committee, Under Secretary Garrard B. 
Winston of the Treasury Department, Under Secre- 
tary McKenzie B. Moss, Commissioner of Internal 
Revenue David H. Blair, and A. W. Gregg, Solic- 
itor of Internal Revenue. 

In a way this dinner may be said to echo a general ap- 
proval of the members of the Board of Tax Appeals by 
those lawyers and accountants who have had occasion to 
appear before the Board or have been affected by the many 
decisions rendered by that organization. “Sitting judges” 
are usually endorsed. 

The terms of the fifteen members of the Board of Tax 
Appeals appointed under authority of the Revenue Act of 
1924 expire the 2nd day of June. No announcement con- 
cerning new appointments authorized under the Revenue 
Act of 1926 has been made. The yacancy of the member- 
ship of the Board exists, and will probably be filled by 
President Coolidge in the new appointments. 

Those familiar with the tax field say that relative sim- 
plicity and speed has been shown in the Board’s procedure 
and that its reasoned opinions have furnished a much needed 
basis for definiteness and certainty in the interpretation of 
the Federal taxing laws. Its existence as a separate agency 
has resulted in decisions uninfluenced by administrative ex- 
pediency and marked by their independence. This Board 
has proved to be the equivalent of a court with the largest 
financial business in the country. The average amount in- 
volved in appeals to the Board was recently computed as 
$15,894.93. There have been over 13,000 appeals filed. 
Some $200,000,000 is involved in these appeals. 

Incidentally the “bar” of the Board of Tax Appeals is a 
rather unique organization. Before this Board, which is 
almost judicial in character, appear both lawyers and certi- 
fied public accountants. To be enrolled to practice individ- 
uals must have either the status of certified public account- 
ants! under state authority or be admitted to the practice of 
law in the highest court of the communities in which they 
reside. At present there are approximately 7,000 individ- 
uals enrolled to practice before the Board. All of these are 
being invited to attend the dinner. 

The present members of the Board are: C. Rogers 
Arundell, Adolphus E. Graupner, William R. Green, Jr., 
Albert E. James, J. Gilmer Korner, Jr., Chairman; W. C. 
Lansdon, Benjamin H. Littleton, William D. Love, John G. 
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Marquette, Logan Morris, Percy W. Phillips, Charles P. 
Smith, John M. Sternhagen, Charles M. Trammell, Sumner 
L. Trussell, Robert C. Tracy, Secretary. 

The committee arranging the dinner is made up of mem- 
bers of the Committee on Federal Taxation of the American 
Bar Association acting as individuals. They are: Charles 
Henry Butler, Maine, Chairman; George Maurice Morris, 
District of Columbia, Secretary; W. M. Crook, Texas; 
Louis A. Lecher, Wisconsin; Murray M. Shoemaker, Ohio. 


Income Tax May Now Be Levied on 
National Banks by States 


HE recent amendment of Section 5219 of the 

Federal Revised Statutes places national banks 
on substantially the same basis for state tax pur- 
poses as other business institutions. Four alterna- 
tive methods of taxing national banks are now pro- 
vided for, viz: (1) Taxation of the shares, as here- 
tofore; (2) taxation of the dividends as personal 
income, as heretofore; (3) taxation of the bank on 
net income, as heretofore; and (4) taxation of the 
bank according to or measured by net income. 

The adoption of any one of the foregoing methods 
excludes the other three, with an exception. That 
exception is to accommodate states which tax per- 
sonal incomes (on the theory of individual capacity 
to pay) and also impose corporation franchise or 
excise taxes. 

The statute permits the taxation of national 
banks and dividends to their shareholders in such 
states to the same extent as those states which 
tax corporations and their stockholders upon their 
dividends as personal income. 

States that have adopted income tax methods are 
enabled to abandon the ad valorem tax of shares 
of national banks and apply income tax methods 
to national banking institutions within their limits, 
without thereby favoring national banks and their 
shareholders as compared -with other corporations 
generally and their shareholders. New York has 
already taken advantage of the new Federal pro- 
visions, as elsewhere mentioned in detail in this 
issue, by changing its tax on banks from an 
ad valorem to an income basis. 


New York Changes Basis for Taxation of 
State and National Banks 


FFECTIVE as of March 31, 1927, the New 

York legislature has passed a bank tax meas- 
ure repealing the existing law imposing a tax of 
1 per cent on the capital and surplus of banks, 
and substituting a tax of 4% per cent to be levied 
on an income tax basis upon all banks, other than 
savings banks, national as well as state. This rate 
is the same as that applicable to manufacturing and 
mercantile corporations. 

The essential features of the new law as outlined 
by Governor Smith are as follows: 

It changes the plan of taxing banks and financial corpora- 
tions other than savings banks from an ad valorem to an 
income tax basis. ; 23 

Gives the revenue from trust companies to the localities 
in which they are located. 

Repeals the Moneyed Capital law. . 

Taxes the income from moneyed capital and dividend in- 
come from shares of stock in financial corporations against 
individuals. 
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Extends the 1 per cent credit on account of 3 per cent 
state bonds to national banks, state banks and corporations 
taxable under Article 9A of the tax law. 

The principal feature is the change in method of taxing 
banks. Statistics aggregated by the special joint legislative 
Committee on Taxation and Retrenchment and by the State 
Tax Commission show conclusively that the present plan 
of taxing banks and financial corporations exacts from them 
much higher taxes measured by net income than other 
business enterprises pay. 

The principle of this bill is neither new nor novel. In 
1922 the special joint committee said in substance that a 
dollar earned in the banking business should pay no higher 
tax than a dollar earned in any other enterprise. That 
committee has consistently advocated that principle ever 
since. 

Tax laws should not be judged solely by the manner of 
dollars they will bring into the treasury of the Government, 
but rather by the measure of fairness and equality which 
they produce. 

Prior to the recent amendment of Section 5219 
of the United States Revised Statutes, it was not 
possible for a state to tax national banks on an 
income basis without giving them preferential treat- 
ment. It has been estimated that the new method 
of bank taxation will save banks in the state from 
$6,000,000 to $10,000,000 in taxes. 


Women Who Have Won Distinction in Income 
Tax Practice 


MONG the women 
who have entered 
into income tax practice 
and have attained more 
than ordinary success in 
this field is Miss Nettie 
A. Trail of Washington, 
Dp. CG 
For a number of years 
she was employed in the 
Bureau of Internal Rev- 
enue, from which she re- 
signed in January, 1924, 
and entered into general 
accounting and tax prac- 
tice on her own account. 
She is a member of the 
American Society of Certified Public Accountants, and 
is the only woman practicing as a certified public ac- 
countant in Washington. 








Miss Nettie A, TRAIL 


New York Taxpayers Get 25 Per Cent Reduction 
in Income Taxes 


WO tax relief measures passed by the New 
York legislature have been signed by Governor 
Smith. One of these—the Phelps bill—reduces the 
state income tax 25 per cent, and the other—the 
Bouton bill—increases tax exemptions to conform 
to those of the Federal Revenue Act of 1926. 
The reduction in tax rates will result in a sav- 
ing to taxpayers of approximately $11,000,000, while 
the increased exemptions are credited with making 
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non-taxable 350,000 persons who paid taxes a year 
ago and reducing the state revenue over $3,000,000. 
Both of the provisions were made effective for the 
taxable year 1925, returns for which were due 
April 15. 

The effect of the new laws is illustrated in the 
following table compiled by the New York Tax 
Commission : 


Single Persons ° 


Will Pay with 25 per 
cent Reduction and 
With net income of Paid under old law Higher Exemption 


$1,100 $ 1.00 $ .00 
1,500 5.00 .00 
2,000 10.00 3.75 
2,500 15.00 7.50 
3,000 20.00 11.25 
3,500 25.00 15.00 
4,000 30.00 18.75 
5,000 40.00 26.25 


Married Persons (No Dependents) and Heads of Families 


$2,500 $ .00 $ .00 
3,000 5.00 -00 
3,500 10.00 .00 
3,800 13.00 2.25 
4,000 15.00 3.75 
4,500 20.00 7.50 
5,000 25.00 11.25 


MISCELLANEOUS COURT DECISIONS 


Deductibility of Taxes—The New York State transfer 
tax is deductible in determining the Federal tax on the 
income of the estate, the United States Supreme Court held 
in Henry B. Keith, Collector, v. Emma E. Johnson, Adm., 
decided April 12. An authority of the foregoing decision, 
the inheritance tax imposed by the law of Texas was like- 
wise held to be deductible from gross income in determining 
the Federal income tax on the income of an estate.— 
United States v. John J. Mitchell et al., Executors. 


Dividend Distributions—A dividend declared payable in 
cash, but which on account of sufficient liquid funds was 
by agreement of the majority of the stockholders in ad- 
vance payable in stock, was held nontaxable by the Circuit 
Court of Appeals, Third Circuit, notwithstanding that a 
few stockholders received cash—United Staies v. George S 
Davidson. 


Invested Capital—In Davidson & Case Lumber Company 
v. Motter, the District Court of Kansas held (1) that cor- 
porate earnings of prior years credited on the corporate 
books to the stockholders but not declared as a dividend 
constitute invested capital and not borrowed capital and 
(2) that invested capital at the beginning of the year was 
not decreased by a dividend declared March 27, 1918, if 
there were then sufficient current earnings; otherwise ap- 
portionment must be made as provided in Section 201 (e) 
of the 1918 Act. 


Losses.—A loss is not deductible as arising from a theft 
or other casualty which results from damage to an auto- 
mobile in the unauthorized possession of the chauffeur. In 
the case at issue the automobile was at the time the car 
was damaged in the possession of the taxpayer’s chauffeur, 
who had taken it without the taxpayer’s knowledge and 
against his orders.—Decision of District Court, S. D. of 


(Continued on page 176) 
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CONFERENCE has been called to meet at Geneva, 
Switzerland, about May 15 for consideration of certain 
aspects of the problem of double taxation between nations. 


The United States government has declined to send even 
an unofficial observer, but, in view of the importance of the 
questions to be considered in their effect on American 
interests, efforts are being made to reverse their decision. 


In response to an invitation extended to business men of 
the world to send tax experts to act in a consulting ca- 
pacity, the International Chamber of Commerce has chosen 
Dr. T. S. Adams, of Yale University, to represent it at the 
Geneva conference. 


The possibility of higher taxes to settle defaulted loans 
made during and before the Civil War is faced by nine 
southern states. Permission for British subjects to bring 
suit before the United States Supreme Court to collect 
sums loaned by British subjects to southern states prior 
to the end of the Civil War has been made by the Associa- 
tion of British Chambers of Commerce. 


The claim ‘is made that Arkansas, Florida, Georgia, 
Louisiana and Mississippi have defaulted British loans 
amounting to $75,000,000. While the United States is urg- 
ing its foreign debtors to pay is regarded in London as an 
opportune time to raise the question. The debts of the 
American states are stated by the Association of British 
Chambers of Commerce to be as follows: Alabama, $13,- 
000,000; Arkansas, $8,700,000; Florida, $8,000,000; Georgia, 
$13,500,000; Louisiana, $6,000,000; Mississippi, $7,000,000: 
North Carolina, $13,000,000 and South Carolina, $6,000,000. 
Mississippi's defaulted bonds were issued in 1831 and 1838. 


To continue studies already begun on the general sub- 
ject of how Americans can best do business-in foreign 
countries under the tax systems in force, Mitchell B. Car- 
roll, tax specialist in the Bureau of Foreign and Domestic 
Commerce has left Washington for Europe. The results 
of his studies have been published in Commerce Reports, a 
weekly survey of foreign trade published by the Federal 
Department of Commerce. In the issue of March 22, he 
presented his observations in Great Britain in an article 
entitled “Doing Business in Great Britain from a Tax 
Viewpoint.” From a similar angle Mr. Carroll described 
the situation in Belgium in the issue of April 5 under the 
title, “Taxation and Business Methods in Belgium.” 





Correlated to testimony before the House Committee on 
Banking and Currency on March 31, as to the extent in 
which the Federal Reserve Board can fix the price level Dr. W. 
T. Foster of Newton, Mass., director of the Pollock Foun- 
dation for Economic Research stated that statistics do not 
show that increased taxes have interfered with industrial 
development. 


“We could produce with our present capital facilities 50 
per cent additional if we had the market,” Dr. Foster said. 
“In the tire industry alone, there are 216 producers where 
six could satisfy the demand. 


“There is plenty of money to be loaned on anything that 
appears to be a sound investment. All the banks want is 
security. There is an undue amount of capital investment 
in almost every industry.” 
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Just from the Press! 


Accounting 
Systems: 


Principles and Problems 
of Installation 


By GEORGE E. BENNETT, 


LL.M., C.P.A. Professor of 
Accounting, College of Busi- 
ness Administration, 
Syracuse, University 


— men everywhere will welcome this book 
that places emphasis upon the system problems 
of the average business concern and explains spe- 
cifically how to devise, install, and operate an effec- 
tive accounting system from beginning to end. It 
offers not only a complete explanation of the the- 
ory and practice in the operation of an accounting 
system but actual, model systems for a variety of 
businesses, including forms, blanks, record sheets. 


Shows Exactly What System You 
Need and Why 


XPLAINING in easy, non-technical language 
the steps in correct system design, the author 
points out the factors to watch in installing a sys- 
tem. He takes up each record book, fully describes 
its effective use, makes clear the relation of col- 
umnization to control. Carefully he plans depart- 
mental organization for stock control and adjust- 
ment, purchasing, sales, and so on. He indicates best 
ways to handle check and cash payments, disburse- 
ments records, and cash receipts; shows exactly 
what elements should be considered in cost ac- 
counts, and outlines effective methods for recording 
material, labor, overhead and completed orders. He 
calls your attention to internal check factors for 
purchases, returns, sales or sales returns, and all 
other internal operations. 


Just the Accounting Records 
Your Own Business Requires 


ITH a wealth of detail the author brings out the point- 

ers in getting up a system report, labeling accounts for 
identification; tenders helpful information as to plans and 
procedure, arrangement of accounts, and gives a standard 
chart of accounts. In short, “Accounting Systems” tells 
plainly how to have an efficient accounting system that will 
really fit your own business. 

CTUAL systems of accounting for representative busi- 

nesses are shown; systems for retail stores, commission 
businesses, factories, garages, dairies, foundries and other 
lines. The general scheme behind each is specifically de- 
scribed and 109 illustrative forms for business use repro- 
duced. Illustrated. Size 5%x8%. 1750 pages. 


=aneee FREE EXAMINATION COUPON =<<<== 


A. W. SHAW COMPANY, 

Cass, Huron and Erie Streets, Chicago. 

Send me on approval, G, E. Bennett’s new 750-page book 
“Accounting Systems,” flexible binding, gold stamped. Within 
five days after its receipt I’ll send you $7.50, plus few cents 
for mailing charge, or return the book. 


SINT oh o:ae-: ciemccer acohnev-eipicguataiatur sel Sion uitetat tiaien whaler el’ év'e: aragh tere Gah here eietin obey 


Firm 


a a 


(Canada $8.25, duty prepaid. U. Territories and Colo- 
onies $8.25, full cash with order, all “other countries $8.25, 
full cash with order.) IT626 
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Prior to the passage of the Act of 1926, much was heard 
about the burden of Federal taxation in this country. Com- 
parison of our tax levies with those in other countries makes 
complaint by American citizens amusing. In connection 
with the negotiations regarding the settlement of the Italian 
debt, Senator Smoot presented the following comparative 
figures of income taxes levied on a married person in Italy, 
Belgium, France, England and the United States: 


Income Italy Belgium France England U.S.1 
> eee Se A SS 0 a 
i ee 992.18 107.70 174.55 $67.50  ..... 
cS Sarees 599.30 238.45 348.00 202.50 $7.50 
, Se 812.18 413.35 569.40 382.50 22.50 
SR bs ecenew 1,025.06 619.90 838.75 787.50 37.50 


He added this comment: 


“If the exemptions under our Act of 19242 were applied 
to Italy, she would have lost 99 per cent of her income tax 
revenue. Almost all her taxes are in the class having in- 
comes of $1,000 or less. There are only 20 taxpayers with 
incomes of from $60,000 to $100,000. Probably the aggre- 
gate wealth of a few hundred of our richest men is equal 
to the total wealth of Italy * * *.,” 





1The figures in this table are those which applied under the Revenue 
Act of 1924. Under the Revenue Act of 1926, there is no tax on a 
married person with an income of $3,000, amd the tax payments in the 
other two brackets are reduced to $5.63 and $16.88 respectively. 


2Exemption raised from $2,500 to $3,500 by the Revenue Act of 
1926. 


Income tax collections during March totaled $504,141,356.18, 
which was over $65,000,000 more than the revenue from 
the same source during March, 1925, and $100,000,000 more 
than the Treasury’s early estimate. 

While the greater part of the gain over the previous 
year is probably due to better business earnings, some of 
the increase is attributed to a larger number of taxpayers 


being able on account of the reduced tax rates to pay the 
total tax in one payment. 


Income tax collections for the nine months of the fiscal 
year ended on April 1, were $1,120,036,317, an increase of 
$120,189,738 over receipts during the same period of the 
previous year. 

Miscellaneous taxes for the same nine-month period 
amounted to $692,833,863, an increase of $63,698,291 over 
the revenue from the same source in that period of 1925. 


On the basis of the increased receipts, the Treasury De- 
partment estimates a surplus at the end of this fiscal year 
of $270,000,000. This would make possible a total reduc- 
tion for the year in the national debt of $750,000,000. 


Treasury officials anticipate a less favorable showing for 
the fiscal year 1926-27, since the revenue for the full twelve 
months of the coming year will be on the basis of the 
reduced rates effected by the Revenue Act of 1926. 


President Coolidge has recently warned that a deficit ap- 
pears probable next year even without any new obligations. 
It is probable therefore that he will exercise the veto on 
some of the large appropriation measures expected to be 
passed at this session, including the Spanish War pension 
bill, which would result in additional expenditures approach- 
ing $23,000,000, the Civil Service Retirement bill, involv- 
ing an outlay of $18,000,000 and other bills providing for 
additional pensions for Civil War and World War veterans 
that would necessitate further Federal expenditures esti- 
mated at $122,000,000. 


Scope of Amortization Provisions 


Section 1209 of the Revenue Act of 1926, has no effect 
whatever upon those provisions of the Revenue Acts of 
1918 and 1921, limiting the time within which a redetermina- 
tion of an amortization allowance may be requested, the 
Solicitor of Internal Revenue has ruled. S. M. 5444. 

Accordingly, previous rulings that any claim for amorti- 
zation asserted for the first time on or after June 15, 1924, 
should be reflected, is reaffirmed. 
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Miscellaneous Court Decisions 
(Continued from Page 174) 


New York in George L. Shearer v. Charles W. Anderson, 
Collector. 


Transfers in Trust—An irrevocable transfer in trust, 
specifying income to be paid grantor during life, with right 
of occupancy reserved, and principal to be paid another 
upon the grantor’s death, was held taxable under the estate 
tax provisions of the Act of 1918 as one to take effect on 
or after death. Decision of Circuit Court of Appeals, Third 
Circuit, in McCaughn, Collector, v. Girard Trust Company, 
Executor of Estate of Annie Bradford, Deceased. (Decision 
of lower court reversed.) 


Valuation of Inventories—“The option given the tax- 
payer to value his inventory at cost or market price, which- 
ever is lower, grants nothing to a manufacturer but as he 
has the right to value his inventory at cost, it takes nothing 
away from him. He can not, however, value his inventory 
at market price if it is higher than cost.”—Circuit Court of 
Appeals, Fifth Circuit in United States v. J. A. Kemp, et al. 


Significant Decisions of the Board of Tax Appeals 


Business Expenses.—In the Appeal of the National Con- 
crete Company, the Commissioner was sustained in disallow- 
ing as business expenses, expenditures made through poli- 
tical activities in the securing of contracts. The taxpayer 
made the payments for such purposes in cash and declined 
to divulge the name of the recipients. In sustaining the 
Commissioner’s determination, the Board in its opinion 
states: “While it may be true that the taxpayer expended 
no money other than for strictly legal or legitimiate pur- 
poses, the facts that the recipients were unwilling to have 
their names divulged, and that the taxpayer declined and 
refused to divulge the names of the recipients or the 
specific amounts or purposes, bring the transactions under 
suspicion, which is strengthened by the fact that the al- 
leged recipients feared that their standing and influence in 
their respective communities would be injured by a knowl- 
edge of their having received money under such ‘condi- 
tions.” 


Capital Expenditures.—In the Appeal of Emerson Electric 
Manufacturing Company, the following expenditures were 
held to be capital expenditures and not deductible as ordi- 
nary and necessary expenses of carrying on a trade or busi- 
ness: (1) Commissions paid to brokers for the sale of capi- 
tal stock of a corporation; (2) fees paid to lawyers for 
negotiating the sale of capital stock and for securing an 
amendment to the charter to authorize an increase in capi- 
talization; (3) fees paid to the State of Missouri for amend- 
ing taxpayer’s charter to increase its capitalization. 


Corporation Distributions—Where a corporation declares 
and pays stock dividends, the par value of which exceeds the 
earnings or profits of such corporation accumulated since 
February 28, 1913, and thereafter in the same year declares 
and pays a cash dividend in an amount less than the amount 
of such earnings or profits, the Board held, under the pro- 
visions of Section 201 (b) of the Revenue Act of 1918, that 
the cash dividend is deemed to have been made from earn- 
ings or profits accumulated subsequent to February 28, 
1913, and is to be included as a part of the gross income of 
the stockholder receiving such cash dividend.—Appeal of 
Hugh R. Wilson. 


Deductions Allowable.—Taxes imposed upon the shares 
of stockholders of a Georgia banking corporation, where 
the statute required the bank to make the return and pay 
the tax were held to be imposed upon the stockholders, and, 
under the Revenue Act of 1918, not to be a proper deduc- 
tion in determining the net income of the bank.—Appeal of 
Bank of Commerce. 


Depreciation Allowances.—On authority of the decision 
of the Supreme Court of the United States in Duffy, Collec- 
tor, v. Central Railroad Company of New Jersey, 268 U. S. 
55, the Board held in the Appeal of Two Ninety-Two Flat- 
bush Avenue Corporation that a taxpayer, making capital 
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additions to leased premises, the life of which is greater 
than the term of the lease, and which are surrendered upon 
the termination thereof, is entitled to a proportionate an- 
nual allowance of the cost over the life of the lease. 


Estate Tax.—A charitable bequest of a specific sum pay- 
able in annual installments is not an annuity. The gross 
amount thereof is deductible from the gross estate in deter- 
mining the value of the net estate subject to the estate tax.— 
Appeal of Estate of Minnie L. Jackson. 


Goodwill, Valuation of.—In th. Appeal of Grant Trust 
and Savings Company, Trustee of the Estate of Andrew Shick, 
the issue involved was the valuation on October 25, 1914, the 
date of death of the decedent stockholder, of stock of the 
Western Drop Forge Company, a closely held corporation. 
There had been no sales of stock in the open market prior 
to the decedent’s death. 

The Commissioner valued the stock at book value and de- 
clined to include in such valuation any goodwill value. The 
result was a determination of $85,364.29 as taxable gain on 
the sale of the stock in 1919. On the ‘other hand, the ap- 
pellant claimed a loss of $5,657.18, which was computed by 
figuring a rate of 8 per cent on the tangible property and 
capitalizing the balance of the earnings at 15 per cent as the 
measure of the value of the goodwill. In view of the evi- 
dence that the corporation had been in existence but four 
and one-half years, that its earnings had decreased largely 
in 1913 and 1914, and that dividends paid to 1914 were small, 
the Board fixed a three-year purchase of the net earnings as 
fairly representing the goodwill value. The goodwill was 
accordingly valued at $32,392.40. On this adjusted basis 
the taxable gain is $53,196.79, as compared with the Com- 
missioner’s determination of $85,364.29, and the taxpayer’s 
claim of a loss of $5,657.18. 


Insurance Proceeds.—Use and occupancy is a property 
right inhering in the ownership of physical property and as 
such is the subject of insurance. When such physical prop- 
erty is destroyed by fire that portion of the proceeds of use 
and occupancy insurance which is immediately used in re- 
placing such property in a condition fit for use and oc- 
cupancy may be deducted from the gain derived from such 
insurance under the provisions of Section 234 (a) (14) of 
the Revenue Act of 1921—Appeal of Piedmont-Mt. Airy 
Guano Company. 

Jurisdiction of the Board.—The Board has no jurisdic- 
tion to consider whether an overpayment of tax has been 
made in any year not considered in the deficiency letter for 
the purpose of determining a credit to be applied against the 
deficiency determination Appeal of Gress Manufacturing 
Company. 

Reopening and Reconsideration of Tax Liability—The 
Commissioner may, in his discretion, reopen and reconsider 
any taxpayer’s liability to income and profits taxes originally 
decided by him at any time within the period of the Statute 
of Limitations, subject only to the provisions of Sections 
1005 and 1006 of the Revenue Act of 1924.—Appeal of Dallas 
Brass & Copper Company. 

Returns for Fractional Year.—A corporate taxpayer 
which in 1918 changed from a calendar year basis to a fiscal 
year basis ending on February 28 is entitled to make a 
separate return for the two months of January and Febru- 
ary, 1918. The specific credit allowed by Section 236 (c) 
should be adjusted 2/12 of $2,000 and the invested capital 
should be computed in accordance with Section 326 (d).— 
Appeal of Coghlin Electric Company. 

Where two corporations are consolidated under the laws 
relating to statutory consolidation in New York and the 
consolidated corporation issues its stock to the stockholders 
of the two old corporations, it thereby acquires the assets 
of such corporations and the invested capital of the new 
corporation is determined by the actual cash value of the 
assets, tangible and intangible, at the time of the consolida- 
tion.—-A ppeal of Tonawanda Power Company. 





Liquidating Dividends.—In determining profit or loss 
arising from the declaration and payment of liquidating 
dividends, a stockholder is entitled to set off, against the 
amount received in liquidation of a corporation, the portion 
thereof which he has subsequently been required to refund 
by way of payment of taxes of the corporation. 
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A Folder is 
Only a Folder 


as 
a firm, 
durable, expansible container, 


that never slumps down in the file-drawer, but 
stands erect, with the index-tab always in plain 
view; holds three or three hundred letters with 
equal facility,; is easy to remove or replace in the 
file; holds small papers as well as large, with never 
a chance that they will become lost or mis-filed; 
saves time daily in filing and finding papers; im- 
proves instantly the efficiency and appearance of 
the drawer. | 


An ordinary folder lacks all of these advantages. 
It is only a folder, and was never intended to con- 
tain many papers, or for continued use. Your own 
files will show the need of something better for 
your heavier correspondence. 


You will know what REAL Filing is, the minute 
you install a trial lot (say 50 or 100) of 


Bushnell’s | 
VERTEX File Pockets 


to replace the bulkiest of your present folders. 


But first try a single sample, 
without expense or obligation. 
The coupon below will bring it. 


Please send for examination and trial a free sample of 
Bushnell’s Paperoid “VERTEX” File Pocket, as described in 
May National Income Tax Magazine. 

Name of Firm 


Address 


ee 
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To ALVAH BUSHNELL CO., Dept. T, 
925 Filbert Street Philadelphia, Pa. 
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Royalty Rights.—A retained royalty right in an oil lease 
is property. Where it, or a part of it, or an interest therein, 
was sold in 1921, the taxable gain or deductible loss there- 
from under the Revenue Act of 1921, is based on the cost 
or March 1, 1913, value thereof, and not upon the dis- 
covery value.—Appeal of Anna Taylor. 


In the Appeal of Commercial Company of Egypt, Inc., the 
Board reaffirmed its decision in the Appeal of Carroll Chain 
Company, which has since been sustained by the U. S. Dis- 
trict Court of Ohio in United States v. Carroll Chain Com- 
pany, that a corporation operating its business for a part of 
its fiscal year after organization, and sustaining a net loss 
therefrom, is entitled to deduct such net loss from its in- 
come for the succeeding year. 

A corporation may not include in its invested capital 
amounts due its stockholders by reason of its purchase of 
assets therefrom.—A ppeal of H. H. Hornfeck & Co. 





Taxable Income.—Subscribers to capital stock, after mak- 
ing partial payment on their subscriptions, defaulted in 
meeting the remaining payments due. The stock so sub- 
scribed for, together with payments then made, was de- 
clared forfeited to the corporation, but with the privilege to 
the subscribers to re-subscribe and thereby receive credit 
for the payments declared forfeited. The Board held that 
the payments declared forfeited were capital payments and 
not income to the corporation.—Appeal of I/Ilinois Rural 
Credit Association. 


Taxable Income.—Where bonds were sold on an install- 
ment basis, to be delivered upon completion of the subscrip- 
tion payments, the amounts paid by purchasers and retained 
by taxpayer upon forfeited contracts constitutes income to 
it, and the market value of the bonds at the time the con- 
tract was forfeited is immaterial—Appeal of First National 
Bank of Manchester, Ky. 


By the terms of an agreement between the taxpayer and 
a corporation, the corporation agreed to compensate the tax- 
payer for entering into a contract with another corporation 
and becoming its general manager for a period of five years, 
by depositing in escrow certain shares of stock to be deliv- 
ered by the taxpayer at the expiration of said five years 
upon the performance of certain conditions, the dividends 
payable on the stock during the escrow period to be paid to 
the taxpayer. The Board held that the taxpayer was not a 
stockholder during the escrow period and the dividends on 
the escrow stock constituted compensation for services and 
not dividends as to him.—Appeal of Roscoe A.. Aldrich. 


Reorganizations and the Federal Income 


Tax Law 
(Continued from page 163) 


depreciation may be based only on the cost to the 
transferor of $2,000. Likewise, the merchandise, 
which if entirely sold during the first year of the 


corporation’s existence, will add $7,000 ($10,000— 
$3,000) to the operating book profit. 
IV 

These preliminary considerations may serve to diminish 
the difficulties in comprehending the rules which surround 
corporate reorganizations. Some of these rules have been 
quoted already. 

The specific sorts of financial changes which have been 
classified by the law and the Treasury Department as non- 
taxable reorganizations are listed below. The provisions 
are identical in the Revenue Acts of 1924 and 1926, and, 
with respect to the computation of income after January 1, 
1924, are retroactive to January 1, 1918. 

(1) Mergers and Consolidations. 


(a) A sale of the assets of one corporation to another 
with or without the dissolution of the vendor corporation; 
(b) A sale of the capital stock of one corporation to 
another, whether or not followed by the dissolution of the 
first corporatiton; or the sale of a sufficient amount of its 
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stock so that another corporation or the stockholders of such 
other corporation, or both, are in “control” of the first 
corporation, the word “control” referring to at least an 80 
per cent ownership of the voting stock and at least an 
80 per cent ownership of the other classes of stock; 

(c) A consolidation of one corporation with another 
whereby the two or more corporations are dissolved and 
one or more corporations are established in their stead. 


(2) Formation of a subsidiary or affiliated corporation. 

The one condition where certain of the assets of one 
corporation are transferred to another without taxable gain 
is that where the transferor corporation or its stockholders 
or both must be in “control’—as just defined—of the sub- 
sidiary or affiliated organization. The absence of this pro- 
vision in the acts prior to 1924 caused the taxation as divi- 
dends of many distributions in reorganizations. Even now 
the distribution by a holding company to its stockholders 
of the stock of a subsidiary corporation, unless the transac- 
tion is part of a scheme of reorganization, is subject to sur- 
tax as a dividend provided the holding company has earned 
surplus. The Senate attempted to amend this provision in 
the Revenue Act of 1926 by making all such distributions 
non-taxable, whether accompanying a reorganization or not, 
but the amendment was ruled out in conference. 


(3) Changes in capitalization, identity, form or place of 
organization. ; 

A recapitalization would be represented by a change of 
common stock to preferred stock or vice versa’. The 
conversion of bonds into stock, permitted a bondholder 
under the indenture, has been held by the Department to 
give rise to no taxable income®. But if the exchange was 
made not in pursuance of a prior agreement, a gain is 
realized.1° The word “recapitalization” needs definition 
but it probably will, in the end, be interpreted broadly 
enough by the Department so that conversions of bonds 
into stock, and of stock into bonds, although not in pursu- 
ance of an original agreement with the security-holder, but 
rather in pursuance of a plan which has been labeled a 
“reorganization plan” and which applies to all security- 
holders alike, will be regarded as falling under the reorgani- 
zation provisions. At least a reading of Sec. 203 (b) 2 with 
Sec. 203 (h) 1 would so indicate. Section 203 (b) 1, which 
reads “no gain or loss shall be recognized * * * if common 
stock in a corporation is exchanged solely for common stock 
in the same corporation, or if preferred stock in-a corporation 
is exchanged solely for preferred stock in the same corpora- 
tion” probably refers to exchanges of stock certificates in 
such cases as where an old certificate, say for 300 shares, 
is surrendered and new certificates, say for 100 shares each, 
issued to the same stockholder. Without this provision 
some stockholder might attempt to deduct a loss in the 
market price of his holdings by effecting an exchange of 
certificates through the corporation or through a trade with 
another stockholder. 

(b) Changes in identity, form, and place of organization 
under the Revenue Acts prior to 1924 have in several in- 
stances been looked upon by the Supreme Court as so 
altering the nature of the original investment as to result 
in taxable income. In Marr vy. U. S., a decision of the 
Supreme Court not yet five months old, the General Motors 
reorganization in 1916 was held to have yielded a taxable 
gain to stockholders who exchanged their securities under 
the plan of reorganization. By virtue of the provisions of 
the law now in force such exchanges will be classed un- 
qualifiedly as exempt from tax. 

In all of these cases no taxable gain arises to any of the 
corporations which receives securities in exchange for its 
securities or assets, nor to the corporation which purchase 
assets or securities through the issue of their own securities, 
nor to stockholders of either group of corporations. The 
receipt of money or other property in addition to securities 
causes the exchange to become taxable, as in the instance 
already mentioned where the assets of an individual or 
partnership are transferred to a corporation; that is, taxable 
to the extent of the cash or fair market value of the “other” 
property received, and this provision applies alike to corpo- 
rations and their stockholders. 


8S. M. 3710. 
9I. T. 2216. 
10S. R. 2316. 


i 
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Where a corporation sells its assets for cash or its 
equivalent, double taxation will result through the taxation 
to the corporation of any profits from the sale and to the 
individual stockholders who receive the liquidating dividend. 
Income to the corporation may be avoided by the purchase 
of its stock rather than its assets. The assets may then be 
transferred in reorganization and the stockholders of the 
vendor company paid in securities or in securities and cash. 
Absence of securities as part payment might cause the 
transaction to become taxable to both the corporation and 
its stockholders even though its stock were first purchased. 

Before introducing specific illustrations of reorganizations 
I should like to quote several other general principles which 
seem to be recognized by the law: 


First, where a reorganization does not give rise to taxable 
income to corporations and their stockholders, the whole 
transaction is, for certain purposes, looked upon as never 
having taken place. Thus, 

(a) Depreciation and depletion provisions, and cost, in 
the event of subsequent sales to outsiders, must be based on 
the old values which would have been permitted the prede- 
cessor organizations. 

(b) Surpluses of predecessor corporations will not be 
regarded as having been distributed’! where a non-taxable 
reorganization has taken place. Subsequent distributions, 
having the appearance of a liquidating dividend, may thus 
be looked upon as having been paid from earned surplus. 

(c) Cost of stockholdings remains unchanged except for 
a decrease in the amount of any cash or other property 
received and an increase or decrease equal to the taxable 
gain or deductible loss recognized at the time of reorgani- 
zation. Of course, it may be necessary to split the original 
cost or March 1, 1913, value if more than one kind of new 
security is received in exchange for the old. 


Second, no loss will be recognized from a reorganization 
in which securities only or securities accompanied by cash 
r “other property” has passed. 


Third, a distribution to stockholders during a reorganiza- 
tion may actually be a dividend and taxable as such. If a 
corporation turns its assets over to a new corporation and 
receives all of the stock of the new corporation in exchange 
and the stockholders are paid a sum in cash at the same 
time, it is apparent that the cash came from the assets of 
the old company and is a dividend taxable at surtax rates 
provided the surplus of the old company earned since March 
1, 1913, is large enough to absorb it. If a portion of the 
stock of the new company is sold for cash and the cash is 
paid to the stockholders of the old company, the distribution 
is not regarded as a dividend by the law because it comes 
from other sources. 

Fourth, the assumption of liabilities by a corporation 
which is a party to the reorganization from another corpora- 
tion which has transferred assets of a greater value than the 
liabilities will not be looked upon as giving rise to income 
to the vendor corporation inasmuch as the consideration is 
expressed net in stocks or other securities. Had the lia- 
bilities not existed the consideration would, in any ordinary 
situation, have been correspondingly higher. If the liabili- 
ties transferred exceeded the assets transferred, taxable 
income might be asserted.12 

Finally, any transfer of assets or securities which it is 
intended to exempt under these provisions should be worked 
out carefully in advance in accordance with a definite plan 
of reorganization. This plan need not be a formal contract 
but should be a written document which should show in 
advance the action that is to take place—action that has 
been agreed to by all of the interested parties. Not only 
will the exchanges provided for be more closely synchro- 
nized when the time for action comes but the document will 
be useful for stockholders as an aid in preparing their tax 
returns and keeping a record of their personal transactions. 
It will also serve to explain the details to the Treasury 
Department, when the time for such explanation arises.13% 


11Dec. 203(g). 


12Taxable income from the transfer of liabilities in excess of assets is 


illustrated in S. R. 1226, but it is only the excess of liabilities over assets 
that is considered taxable. 


13In larger reorganizations the equivalent of this document may. be 
found in the circulars or letters to stockholders preceding the reorganiza- 
tions, provided the reorganization is consummated exactly in accord- 
ance with the eriginal proposals. 
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Out of the dozens of illustrations I might cite I shall 
present only three. They will in some measure indicate 
the careful consideration that should be accorded every 
reorganization plan. 


(1) Corporation A decides to incorporate the retail end 
of its business and establishes Corporation B, transferring 
certain assets at a figure in excess of book value in exchange 
for 90 per cent of its stock. The remaining 10 per cent 
is disposed of by sales to the active management of the new 
corporation and the cash so realized is given at once to the 
stockholders of corporation A as a special reorganization 
dividend, although the stock of the new company is retained. 
Under these circumstances no taxable income accrues to 
corporation A, but because the securities remain in the 
possession of the corporation its stockholders are subject to 
surtax on the money received by them to the extent that it 
may be absorbed by surplus accumulated since March l, 
1913 (Sec. 203 (e) 1). 

(2) <A stockholder, in the reorganization of a corporation, 
surrenders his 100 shares of stock which he bought at par 
before 1913 and which had a fair value in 1913 of $150 per 
share in exchange for (a) 50 shares of the stock of the new 
corporation having a market value of $100 per share, (b) a 
bond of the corporation having a market value of $1,000 and 
(c) Liberty bonds having a market value of $4,000. The 
March 1, 1913, value is in excess of the combined values of 
the securities received, but no loss can be claimed as a 
deduction because “other property,” in this case Liberty 
bonds, were received in exchange. Each security received 
may be valued for purposes of subsequent sale at 50 per 
cent more than its present value because the March 1, 1913, 
value of the old stock is just that much larger than the 
combined market values of the securities received. 


(3) A stockholder, in a reorganization, surrenders stock 
which cost him $400 in 1920 for stock in the new corpora- 
tion having a value of $300, together with cash of $300. The 
transaction becomes taxable to him because the combined 
-value of what. he receives is $600 and part of it consists of 
«cash. In accordance with the rule stated, his taxable profit 
sis $200 while the balance of the cash untaxed, which is $100, 
“is credited against the old basic value of $400 so that the 
-amount carried forward is equal to the fair value of new 
stock. we 


In conclusion, is it ever desirable to reorganize for tax 
purposes? I am tempted to answer “no” because in every 
case that happened to have been brought to. my attention 
that has been my answer. Many points must be considered 
before a partnership or a corporation can be advised to 
change its form of organization or its financial structure. 
Tax reorganizations a few years ago became almost, if not 
actually, a fetish with many business men and certain 
short-sighted, so-called tax counselors. New corporations 
were established out of old with the assurance of larger 
deductions for depreciation; corporations on the verge of 
liquidation were reorganized so that earned surplus and 
surplus to be earned upon dissolution might be absorbed in 
larger issues of stock, and then dissolved without taxable 
profit except possibly to stockholders. Elaborate projects 
were evolved whereby surplus cash was to be passed on to 
stockholders as a partial “liquidation” of their shares. Com- 
mon law trusts were established by the score. At present 
the possibilities of these ambitious schemes, arising out of 
anxiety to avoid income tax, seems to be pretty nearly done 
away with. Probably no legitimate plan of corporate reor- 
ganization now exists through which any substantial tax 
savings may be effected. 

Something more may be said, however, for the formation 
of a corporation from a partnership or proprietorship, or of 
a partnership or a proprietorship from a corporation. The 
highest normal tax applicable to individual incomes has 
been reduced from 6 per cent to 5 per cent, and the corporate 
rate of tax has been increased from 10 per cent to 12% per 
cent and from 12% per cent to 13 per cent and in 1926 to 
13%4 per cent, although the increase from 12% has been 
‘designed to offset the capital stock tax. To what extent 
the offset exists in a particular case will depend on the 
average ratio of yearly earnings to capital. The general 
rule is that if the ratio is less than 10 per cent (20 per cent 
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for 1925) the new rate gives a less total tax; if more than 
10 per cent, a greater total tax will be paid. 


To most business organizations the advantages~ of being 
established as a corporation are worth much more than the 
difference in the rate of normal tax. No attempt will be 
made here to summarize the financial reasons for and 
against the corporate form or for and against the partner- 
ship form, but it is urged that where the change to another 
type of organization has been suggested all the facts be 
carefully studied. The actual savings or losses of income 
taxes through a corporate or non-corporate form of organi- 
zation may be arrived at without great difficulty. The 
answer depends to some extent on the size of the income 
of the various owners, but usually a more important consid- 
eration is the proportion of the profits to be withdrawn each 
year. The following table may be utilized in making the 
comparison; the figures of a simple situation have been 
inserted to show its application: 


Amount of income 


, $ . 
Earnings of Business Wetese taxes Gain or 


: of : If not in-| loss by 
Particulars Amount Tax If incor-|“ corpo- | incorpo- 
porated rated ration 
Salary $ 10,000}Normal tax | $ 500) $ 500 
Surtax 660 660 Norte 
Corporate 
tax None None 
—_$_—— | 
Distributed or with- Corporate 
drawn profits 50,000|\tax (133%4%) 6,750 None 
Normal tax Nore 2,500 
$4,250 
Surtax 6,980 6,980 (loss) 








Reinvested or with- Corporate 
drawn profits 40,000|tax (134%) 5,400 None 
Normal tax None 2,000 


$4,400 

Surtax None 7,800} (gain) 
Total, including sal-;—————_ Pee | hee gerre-e 
ary $100,000 $20,290} $20,400} $ 150 


(gain) 





*The assumptions are: An individual owns a business which is to 
remain a proprietorship, or which will be incorporated. His income from 
sources other than the business is $20,000. Umder these circumstances 
a slight advantage seems to lie in incorporation, but it will be found to 
be offset by franchise fees and other taxes against corporations; further, 
a shifting in the distribution of the income may cause large variations in 
either direction to appear. hus, if no profits were to be withdrawn, 
a gain of $7,130 would have resulted. If all profits were withdrawn, 
a loss of $7,650 in additional taxes would have been sustained. 


Most of the opportunities have been removed which at 
one time permitted reorganizations having the effect of re- 
ducing taxable income. Thus, the limitation on the deduc- 
tion of depreciation and on the basis for future sale, and the 
classification of various forms of trusts as corporations make 
many reorganizations actually undesirable, and are examples 
of situations which Congress will always seek to remedy in 
order that substantial equality of taxation may exist. 


Field Hearings Being Held by Four Divisions 
of Board of Tax Appeals 


ib FOUR sections of the country hearings by 
divisions of the Board of Tax Appeals are being 
held. 


The personnel of the divisions and the calendars 
at the respective cities during May follow: 
Pacific Coast.—Messrs. Korner, Lansdon and Mor- 
ris. 

San Francisco, Calif—May 1 to May 2. 

Los Angeles, Calif—May 2 to May 16. 
Southwest.—Messrs. Marquette, Green and Love. 

Dallas, Tex—May 1 to May 9. 

Tulsa, Okla—May 9 to May 16. 
Southern.—Messrs. James, Smith and Trammell. 
New Orleans, La——May 1 to May 9. 

Atlanta, Ga—May 9 to May 22. 
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Mid-Northwest.—Messrs. Sternhagen, Littleton and 
Trussell. 
Chicago, I!1l—May 1 to May 9. 
St. Paul, Minn—May 9 to May 16. 


The respective divisions will return to Washing- 
ton from the last-named point in each group. 


The field hearings are a means of giving reason- 
able opportunity to taxpayers to appear before the 
Board of Tax Appeals with as little inconvenience 
and expense to them as possible. 


Should the Corporation Income Tax Have 


Been Increased? 
(Continued from page 164) 


per cent, with a 25 per cent deduction for earned in- 
come. The surtaxes do not start until $10,000, and 
then thy are comparatively small on medium sized in- 
comes. 

In effect, therefore, the small and medium-sized 
corporations, by paying a 1314 per cent income tax, 
are grossly overtaxed as compared to similar income 
accruing to individuals. If there was ever a penalty 
for the average enterprise doing business in corporate 
form, that penalty has been increased by the increase in 
the corporation tax rate, and a further premium has 
been placed upon the dissolution of such corporations 
and the conduct of business in individual and partner- 
ship form. 


Affiliated Corporations 
(Continued from page 168) 


[Lansdon]; Bonneville Lumber Co., 2 B. T. A. 489 
[no opinion], and Gamon Meter Co., 1 B. T. A. 1124 
[Littleton]. 

(11) That mere blood relationship or close business 
association does not constitute several stockholders the 
same interests. Appeal of Goldstein Bros. Amusement 
Co. 

(12) That close family relationship, as husband and 
wife or parent and child, coupled with economic unity, 
shifting of profits, and evidence of unanimity among 
stockholders, constitutes them the same interests. Ap- 
peals of Wright Cake Co., 2 B. T. A. 58 [Lansdon] ; 
Brannum Lumber Co., 2 B. T. A. 851 [no opinion] ; 
Tri County Light & Power Co., 2 B. T. A. 1165 [no 
opinion], and Peru Chair Works, 3 B. T. A. 29 [no 
opinion]. 
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These twelve propositions may be taken as fairly 
well established by the Board’s decisions, and, under 
the rule of stare decisis, we may expect the Board to 
continue to apply them until the courts vary them. But 
of necessity there will continue to be many cases which 
cannot be brought under any one of them, where the 
facts may seem to bring them near several of the dif- 
ferent situations but not squarely within any one. These 
cases must be considered on all their facts, examined 

“in three dimensions,” and determined in the light of 
the decisions which based their conclusions on no one 
point but on all taken together. 


Regulations Issued Governing Restricted Access 
to Tax Returns 


HE new regulations in interpretation of Sec- 

tion 257 of the Revenue Act of 1926, govern- 
ing inspection of tax returns, have been approved 
by President Coolidge. 

Publication of the amounts of income tax pay- 
ments, which was allowed under the Act of 1924, 
is made a misdemeanor under the new law, pun- 
ishable by a fine not exceeding $1,000 or by im- 
prisonment not exceeding one year or both. 

Returns under the law are public records, but 
to the general public are open to inspection, as 
prescribed by regulations, only as follows: 


Returns of Individuals——Open to inspection (a) by the 
person who made the return, or by his duly constituted 
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attorney in fact; (b) if the maker of the return has died, 
by the administrator, executor, or trustee of his estate, or 
by the duly constituted attorpey in fact of such adminis- 
trator, executor or trustee; and (c) in the discretion of the 
Commissioner of Internal Revenue, by any heir-at-law or 
next of kin of such deceased person, upon a showing that 
such heir-at-law or next of kin has a material interest 
which will be affected by information contained in the 
return, or by the duly constituted attorney in fact of such 
heir-at-law or next of kin. 

Joint Return of Husband and Wife.—Open to inspection 
(a) by either spouse for whom the return was made, upon 
satisfactory evidence of such relationship being furnished, 
or by his or her duly constituted attorney in fact; (b) if 
either spouse has died, by the administrator, executor, or 
trustee of his or her estate, or by the duly constituted attor- 
ney in fact of such administrator, executor, or trustee; and 
(c) in the discretion of the Commissioner of Internal Reve- 
nue, by any heir-at-law or next of kin of such deceased 
spouse, upon a showing that such heir-at-law or next of 
kin has a material interest which will be affected by informa- 
tion contained in the return, or by the duly constituted 
attorney in fact of such heir-at-law or next of kin. 


Return of a Partnership.—Open to inspection (a) by any 
individual who was a member of such partnership during 
any part of the time covered by the return upon satisfactory 
evidence of such fact being furnished, or by his duly con- 
stituted attorney in fact; (b) if a member of such partner- 
ship during any part of the time covered by the return has 
died, by the administrator, executor, or trustee of his estate, 
or by the duly constituted attorney in fact of such adminis- 
trator, executor or trustee; and (c) in the discretion of the 
Commissioner of Internal Revenue, by any heir-at-law or 
next of kin, has a material interest which will be kin of 
such deceased person upon a showing that such heir-in-law 
or next of kin affected by information contained in the return, 


or by the duly constituted attorney in fact of such heir-at- 
law or next of kin. 


(Continued on Page 185) 
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a workable knowledge of funda- 
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For years the Blackstone Institute 
has been meeting this demand for 
spare-time law training from men 
in every kind of business and pro- 
fessional activity. More than 50,- 
000 have enrolled. Many have won sub- 
stantial increases in salary and promotion 
to important executive business positions. 
Hundreds of others have passed various state 
bar examinations and are today successful 
practicing attorneys. 


A typical case is that of Mr. Ronald F. 
North, of Stanley, Wisconsin, who being un- 
able to continue his studiés at a resident law 
school, tried study in a lawyer’s office with 
no results, then two correspondence law 
courses to no avail, and finally turned to 
Blackstone training which brought him the 
success he coveted. 


But read in his own words the story of his success as 
taken from a recent letter addressed to the Institute: 


Ronald F. North’s Own Story 


“Finding after a term in a resident law school 
that I would be unable to attend further, I con- 
tinued my study in a private law office reading the 
recognized text writers. After a short time this ap- 
pealed to me as an enormous waste of energy. I 
needed a logically laid out course of study covering 
the field in a coherent manner suitable to the pur- 
pose of a student.” ‘ 

“After trying two non-resident law courses it 
dawned ‘upon me that the course I needed should 
include text books which would not be laughed at 
out of court should I attempt to cite from them in 
actual practice. The Blackstone Course with Mod- 
ern American Law was the only school which meas- 
ured up to this requirement; so I enrolled with you. 
The course greatly exceeded my expectations and 
guided me successfully through the Wisconsin Bar 
Examination.” 









The majority of those who subscribe for Blackstone 


training do so for its business value, and they select the 
Blackstone Course because they know that any program 


comprehensive enough to put students through the bar 
examinations is also thorough enough to cover business 
law subjects properly. 


Prepared by Leading Authorities 


The Blackstone Law Course is the product of 80 
of the most eminent legal authorities in the United 
States. Included in the list of contributors of text 
material are Justices Taft and Sutherland of the 
U. S: Supreme Court, the deans of eight leading 
resident law schools, university law professors, prom- 
inent lawyers, and state supreme court judges. 


Complete Law Library Furnished 


Accompanying the course is a big handsome, 25-volume 
library, Modern American Law, cited as “M. A. L.” by state 
supreme courts and by the United States District Court. This 
is recognition which has not been extended to any other non- 
resident law text. “M. A. L.” is furnished complete to the 
student at the time of enrollment and serves immediately as a 
reference work on‘ the entire field of modern day law. 

The study of the text and case books which comprise the 
“M. A. L.” library is directed by means of attractive lesson 
material mailed at regular intervals. Elaborate consultation 
and grading service is rendered, and the LL.B. degree is con- 
ferred upon graduation. 

The tuition fee is moderate nian covers the cost of all ma- 
terial and service. Liberal deferred payments are allowed 
and a Money-Back Guarantee is issued. 


Write for Details 


The Institute has published an attractive 128- -page book, 
“The Law Trained Man,” which contains many stories of suc- 
cess similar to that of Mr. North. A complete description of 
the Blackstone Legal Training Course and Service is also 
given, together with some practical legal tips and pointers you 
can use in your daily work. 

You may have a copy of this book FREE and without obliga- 
tion. Use the coupon below and mail it today. Address Dept. 


345, Blackstone Institute, Inc., 4753 Grand Boulevard, Chi- 
cago, Il. 


Blackstone Institute, Inc. 
Dept. 345, 4753 Grand Blvd., Chicago, II. 


l 

| 

| Please send me by mail and without obligation a copy 
I of your 128-page book The Law Trained Man and details 
[ of your law course and service. 
| 
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Sent on Approval 


“United Santee Board of Tax Appeals” 
Now Being Revised Under 1926 Law 


A new text on Procedure and 
Practice before this most impor- 
tant tribunal is now being re- 
vised under the 1926 Law. The 
PROCEDURE AND: PRACTICE records show that repeated de- 
Sele cisions of this Board have dis- 
UNITED STATES missed petitions of taxpayers, or 
BOARD OF TAX APPEALS have approved deficiencies of 
eS tax found by the Commissioner, 
KisMiler & Bear because of the failure of appel- 
_lants to comply with the require- 
ments of the Board. 
Frankly, and without fear of 
boasting, we think we can say 
that this new book will take a 
place similar to that of our an- 
nual GUIDE and the CONSOLI- 
DATED LAWS as a splendid 
achievement in a field of broad 
interest. We think that this book 
is just about what a work of this 
kind ought to be as to style, 
method, scope and thoroughness. 
We will forward a copy subject 
to your examination and ap- 
proval. 


EXAMINATION OFFER 
Commerce Clearing House, 
231 South La Salle St., 

Chicago, Illinois. 

Please send me a copy of your new book, when published, entitled “Proced- 
ure and Practice Before the United States Board of Tax Appeals.” I will 
examine and use this book for thirty days. If, at the end of this time, I decide 
to keep the book, I will send you $10 in full payment. I may return the book 
within thirty days and be under no further obligation. 


‘ ° 
$10.00 Per Copy ———t (SIRT) «eee eee ee cee cette terete cence 
Finest Limp Leather Binding 










Use Coupon 
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Return of an Estate.—Open to inspection (a) by the ad- 
ministrator, executor or trustee of such estate, or by his 
duly constituted attorney-in-fact; and (b) in the discretion of 
the Commissioner of Internal Revenue by any heir-at-law 
or next of kin of the deceased person for which estate the 
return is made, upon a showing of material interest which 
will be affected by information contained in the return, or 
by the duly constituted attorney in fact of such heir-at-law 
or next of kin. 


Return of a Trust.—Open to inspection (a) by the trustee 
or trustees jointly or severally, or in the duly constituted 
attorney in fact of such trustee or trustees; (b) by any 
individual who was a beneficiary of such trust during any 
part of the time covered by the return; upon satisfactory 
evidence of such fact being furnished, or by his duly con- 
stituted attorney in fact; (c) if any individual who was a 
beneficiary of such trust during any part of the time cov- 
ered by the return has died, by the administrator, executor, 
or trustee of his estate, or by the duly constituted attorney 
in fact of such administrator, executor, or trustee; and (d) 
in the discretion of the Commissioner of Internal Revenue, 
by any heir at law or next of kin of such deceased person, 
upon a showing that such heir at law or next of kin has a 
material interest which will be affected by information con- 
tained in the return, or by the duly constituted attorney in 
fact of such heir at law or next of kin. 


“ Return of a Corporation. —Open to. inspection - by the 
president, vice president, secretary or treasurer of such cor- 
poration, or, if none, by any of its principal officers upon 
satisfactory evidence of identity and official position, or by 
the duly constituted attorney in fact of such officer. 


When the head of an executive department (other than 
the Treasury Department), or any other United States Gov- 
ernment establishment, desires to inspect or to have some 
other officer or employe of his branch of the service inspect 
a return in connection with some matter officially before 
him, the inspection may, in the discretion of the Secretary 
of the Treasury, be permitted upon written application to 





VERNON LAW BOOK CO., 
922 Oak St., Kansas City, Mo. 


Please send books checked above— 
[_]) Check Enclosed 





Name 


Time to Consider Tax Problems 


[_] Montgomery—Income Tax Procedure, 1926 ..............- ee eee eee $12.00 
[_] Montgomery—Excess Profits Estate Capital Stock, etc., 1926............ 6.00 
[| Seare—Birmimizineg Taxes ........ cece ccc cc cceceee Mi dds cnn Qieeaien 8.00 
[] Holmes and Brewster—Procedure Before U. S. Tax Appeal Board. 4.00 
[] Gleason and Otis—Imheritance Taxes...........- eee eee eee cere e eee 15.00 


[] Charge to My Account 


TD idk 6 6 ha dma 





THE NATIONAL INCOME TAX MAGAZINE 185 





Bookkeeper’s Journal 


MONTHLY MAGAZINE OF 
Bookkeeping, Accounting and Commerce 


Edited and published in the interest of The 
American Bookkeeper’s Association and The Book- 
keeping profession in general. 

Contains articles written by successful account- 
ants of National reputation on all phases of book- 
keeping and accounting. 


HELPS BOOKKEEPERS TO 

Increase their KNOWLEDGE of bookkeeping. 

Increase their EFFICIENCY in office methods 
and procedure. 

Increase their ABILITY to render better service 
to their employer 

Increase their EARNING CAPACITY. 

Subscription Price $1.50 per year 
Single Copy 15 cents 

Introductory Offer to new subscribers for a short 


time only, 
TWO YEARS FOR 


BOOKKEEPER’S JOURNAL, 
413-1 Chamber of Commerce Building, 
Cleveland, Ohio. 


Please find enclosed $........ , for which send 



















me the Bookkeeper’s Journal........... 
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Firms should subscribe for their bookkeepers— 
It will pay. 
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him by the head of such executive department or other 
Government establishment. The application must be signed 
by such head and must show,in detail why the inspection 
is desired, the name and address of the taxpayer who made 
the return, and the name and official designation of the 
one it is desired shall inspect the return. When the head 
of a bureau or office in the Treasury Department, not a 
part of the Internal Revenue Bureau, desires to inspect a 
return in connection with some matter officially before him, 
other than an income, profits tax, or corporation tax mat- 
ter, the inspection may, in the discretion of the Secretary, 
be permitted upon written application to him by the head 
of such bureau or office, showing in detail why the inspec- 
tion is desired. 


In the case of returns or copies thereof furnished by the 
department for use in legal proceedings, only such inspec- 
tion as necessarily results from such use is permitted. 
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CORNELL & COMPANY 


Audits Taxes Systems 
New York Los Angeles St. Louis Marietta 
Washington, D. C. San Francisco Kansas City Tulsa 
Philadelphia Portland Minneapolis Dallas 
Cleveland Seattle Omaha Houston 
Detroit Sedalia Denver Hutchinson 
Toledo Chicago Topeka Parkersburg 
Salt Lake City Louisville 


ASSOCIATED WITH 
E. H. BATSON, Attorney-at-Law 


1526 K Street, Northwest, Washington, D. C., on Tax Matters 


TAXES 





By JOHN H. SEARS, of the New York City Bar 
Author Sears’ “Trust Estates,” “Trust Company Law,” Etc. 


HE purpose of this book is FIRST, to point out funda- 
mental differences between methods of avoiding or 
reducing taxes which may safely be regarded as ef- 
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Inspections at Washington.—Except as provided in the 
foregoing paragraph returns may be inspected only in the 
office of the Commissioner of Internal Revenue, Washing- 
ton, D. C., unless such returns are in the custody of a 
collector of internal revenue or internal revenue agent in 
charge, in which event the return may be inspected in the 
office of such collector or agent but only in the presence 
of an internal revenue officer designated by the collector 
or agent for that purpose. When the returns are in the 
custody of a collector of internal revenue or internal rev- 
enue agent in charge, such collector of internal revenue or 
internal revenue agent in charge is authorized to grant 
permission for the inspection of such returns in accordance 
with these regulations. 

A person who, under these regulations, is permitted to 
inspect a return may make and take a copy thereof or a 
memorandum of data contained therein. 





Z 


MINIMIZING 
TAXES 


METHODS 
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SEND COUPON TODAY! 


The Old South Press, 
120 Broadway, New York, N. Y. 


$8.00. 


Please send, prepaid, “Sears on Minimiz- | 
ing Taxes,” Buckram, for which I enclose 


fective and lawful, as distinguished from forbidden eva- 
sion, and SECOND, to furnish synopses of all tax sys- 
tems, State and Federal, showing requirements for 
Assessments, Returns, Rates, Exemptions, Deductions, 
Collections, Penalties, etc. 


Mr. John H. Sears, author of Sears’ ‘‘Trust Estates,” 
“Trust Company Law,” etc., has given legal advice on 
tax problems for years. His great accumulation of legal 
aan ee) information on this topic is now offered the 

“| profession in practical form, fully annotated. 


Large business concerns find it profitable to 
| employ legal tax experts to put into effect tax 

saving methods, which, like devices for reduc- 
| ing insurance premiums, put money in the 
bank. It is equally profitable for every tax- 
payer, and is now made possible through the 
| use of Sears on MINIMIZING TAXES. 







_ SYNOPSES 
‘ATE & FEDERAL 
SAS 





May, 1926 






The Third Annual Edition of the Office Equip- 
ment Catalogue, a cooperative catalogue sponsored 
by the National Association of Office Appliance 
Manufacturers, is ready now for distribution. It is 
much bigger, more complete and more attractive 
than preceding editions. It has more information, 
more sections, more new ideas—in fact, it is A 
Business Show on Your Desk—the standard refer- 
ence work of the industry. 


As before, two complete, cross-referenced direc- 
tories of office equipment and makers are. included 
—one indexed by products and one by company 
name. A further index is furnished by division 
into such classifications as, ““Accounting Machines,” 
““Addressing Systems and Equipment,” “Time Re- 
cording Systems,” etc.,—a total of 28 sections. 


The Catalogue sections are, in effect, a huge file 
of many individual catalogues, combined and ab- 
stracted, without exaggerated claims, generalities or 
“hair-line” technical statements. 


Each section presents brief, concise descriptions 
of various manufacturers’ products falling within 
that class. Each section is prefaced by an editorial 
introduction summarizing the types of equipment 
available and the advantages of each. The list of 
sections is comprehensive—even a section on busi- 
ness books and magazines 
is included. And scattered 
through the editorial and cat- 
alogue material are dozens 
of ideas for improving office 
methods that you can lift for 
your business. 


THE NATIONAL INCOME TAX MAGAZINE 


Send Coupon Today 


for your Examination Copy 


of 
The Third Annual Edition 


Office Equipment 


Catalogue 


—Standard Reference Work 
on Office Equipment, 
Systems, and Supplies 


Two Valuable Services Included FREE 


Every executive receiving the Catalogue is entitled to six 
free consultations with William Henry Leffingwell, nationally 
known industrial engineer, office management specialist and 
president of the Leffingwell-Ream Company. These consul- 
tations, which are limited only by the scope of office prob- 
lems themselves, would cost many times the price of the 
Catalogue if secured in the usual way. 


As a second service, any further information desired on 
any office equipment will be furnished in complete form, 
including individual catalogues of manufacturers, by the 
Office Equipment Catalogue organization. Executives are 
thus saved the bother of preliminary correspondence with 
many companies before narrowing their fields of inquiry to 
one or two sources. 


Fits Your Files — Fit for Your Desk 


The Catalogue is standard in size, as specified by the © 


National Association of Purchasing Agents. It fits your file 
if you wish, though you will probably prefer to keep it on 
your desk—its beautiful two-toned flexible leatheroid cover 
and embossed bronze lettering entitle it to that place. 


Mail the coupon today for your copy. If an examination 
does not prove its value, return it within five days. 
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Business Books 


Lawyers Directory, 1926.—Sharp & 
Alleman Company, Philadelphia. 


With this 1926 edition of the Law- 
ers Directory, just off the press, the 
Sharp & Alleman Company, Phila- 
delphia, announces that in this its 
forty-fourth year of continued publica- 
tion, the Directory is now under the 
direct management of Edward H. 
Brink, of the Cincinnati Bar, who has 
had many years experience in work of 
this character as is evinced by many 
improvements. 


The Directory is really a law book 
edited by a lawyer, with service as its 
basic note and made to conform to the 
highest ideals of the profession and the 
code of ethics of the American Bar 
Association. 

Stress has been laid on the Synopsis 
of Laws for all the states and foreign 
countries, amplified and made uniform 
throughout by the best legal talent. 
The inheritance tax laws are treated 
in an unusual and thorough manner, so 
arranged that the complexities of this 
difficult subject are simplified and 
made understandable by numerous ex- 
amples. The names have been secured 
of those officials to whom application 
must be made for the issuing of cer- 
tificates as well as those to whom the 
taxes must be paid—a most valuable 
feature. 

The List of Legal Journals has been 
augmented and contains the names and 
addresses of all the worth while pub- 
lications devoted to the legal profes- 
sion in the United States, Canada and 
Great Britain. 

United States and state court cal- 
endars-and legal forms, together with 
a list of lawyers of standing and ability 
in their various communities through- 
out the world make the directory a real 
office utility. 

Many innovations and improvements 


POLK’S REFERENCE BOOK 
FOR DIRECT MAIL ADVERTISERS 


Shows how to increase your business by 
the use of Direct Mail Advertising, 60 pages 
full of vital business facts and figures. ho, 


where and how many prospects you have. 
Over 8,000 lines of business covered. 


Write for your FREE copy. 
R. L. POLK & CO., Detroit, Mich. 


. 469 POLK DIRECTORY BUILDING 
Branches in principal cities of U. 8S. 





of a typographical nature have simpli- 
fied the reading of the text. 

Population Problems in the United 
States and Canada; Edited by Louis 
I. Dublin, pp. 318. Houghton Mifflin 
Company. For the Pollak Foundation 
for Economic Research. ($.00.) 

“I believe that the ignorant should 
be permitted to spawn ad libitum that 
there may be a steady supply of slaves, 
and those of us who are more prudent 
may be relieved of unpleasant work.” 

Advocates of such a misanthropic 
doctrine, recently enunciated by a 
gifted egotist and iconoclast who has 
recently been much in the limelight, 
would probably find the volume “Popu- 
lation in the United States and Can- 
ada” extremely unpalatable since it 
gives expression to neither bitterness 
of spirit nor erotic ideas. This work 
is a sane scholarly presentation of 
some of the important phases of the 
population problem by _ twenty-five 
authors, each of whom is a scientific 
student of the special aspect of the 
general subject .with which he deals. 
The editor of the book is statistician 
for the Metropolitan Life Insurance 
Company, and the contributors include 
leading sociologists and economists of 
the nation. 

Among subjects considered are the 
extent to which the nation’s popula- 
tion may be increased without lower- 
ing the general living standards, re- 
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strictive immigration and employment, 
relation of to population growth of age 
at marriage, birth control, vocational 
training, public health work, and poor 
relief. 

No endeavor has been made to re- 
concile differences of opinion between 
the various authors, which attests that 
the purpose of the publication is not to 
give support to dogmas or precon- 
ceived ideas. The opinions expressed 
are primarily conclusions drawn from 
careful statistical studies. 

The data presented give scant sup- 
port to the assumption that those of 
Nordic stock are innately superior to 
those of other racial strains or that the 
country is headed for disaster because 
of the greater fertility of the ‘masses’ 
than of the ‘classes.’ With reference 
to the latter tendency, Mr. Dublin 
says: “We see on all sides clear evi- 
dence of the ability of ordinary people 
to give birth to children capable of the 
highest achievements as. opportunity 
and environment release their power. 
* * * Throughout all ages the leaders 
of mankind have come predominantly 
from homes which at first sight seemed 
most’ unpromising and commonplace.” 

The work is a valuable contribution 
to sociological and economic thought 
and should be read by everyone who 
aspires to be well informed on one of 
the most vital problems in American 
life. 


Trust Forms 


Individual and 
Corporate 


USED IN PRACTICALLY EVERY STATE IN THE 
UNION. CARRIED IN STOCK FOR IMMEDIATE 
DELIVERY. THE SERVICE OF OUR TRUST 
DEPARTMENT IS WITHOUT COST 


SEND US YOUR INQUIRIES 


THE SMITH PRINTING CO. 


Bank Stationers 
WILLIAMSPORT .- - - 


PA. 
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You can now have a permanent, handy cabinet for your Tax Services and books on kindred subjects. Segre- 
gated—at YOUR elbow—easily kept in apple-pie order, and best of all, made to fit your personal requirements. 
This especially constructed cabinet is the result of a survey made among tax practitioners. These users of 
Tax Services are enthusiastic in welcoming a case designed for utility, efficiency and comfort. 
Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany finished. 
Thirty-six inches high, it contains two shelves at just the right slant, each twenty-eight and one-half inches 
long which will house twenty volumes of Commerce Clearing House Services. 
So certain are we that you wish to own this cabinet that we are manufacturing a large quantity and now 
offer you the privilege of ordering them on approval. 
Just fill out the coupon and mail or attach to your letterhead and we will see that your cabinet goes for- 
ward at once. 
$16.00 plus express charges. 
Cabinet Goes on Approvel 
Specialty Office Equipment Co. Mail Today 
26 Quincy Street Specialty Office Equipment Co., 5-26 
CHICAGO, ILLINOIS 26 Quincy Street, 
Chicago, Illinois. 
| Please express the Service Cabinet to: 
HOME CABINET—TOO | 
This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount | 
on each cabinet where more than one is ordered. —_——— 
| It is understood that I have the privilege of examination for 
five days by which time I will remit $16.00, or hold cabinet 
| subject to your instructions. 
‘tn 
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Shepard's United States Cumulative 
Citation Service is 


Up To Date Every 45 Days 


Citations to the United States Supreme Court cases 
and statutes are included in a elaborate bound volume 


published in 1915 and two Bound Supplements pub- 
lished in 1920 and 1925. 


These bound volumes are continued and kept up 
to date by Quarterly Cumulative Supplements pub- 


lished in red paper covers in January, Apnil, July and 
October of each year. 


The Quarterly Cumulative Supplements are kept 
up to date by advance sheets published in white covers 
between the publication of the Quarterly Supplements. 


Citations in the advance sheets are carried forward 
into the next issue of the Seam! Supplements. Upon 
the receipt of each issue of the Quarterly Supplements 
the previous issue may be destroyed. 


The bound volumes, combined with the Quart- 
erly Cumulative Supplements and Intervening Advance 
Sheets furnish a citation service, so comprehensive 1 in 
scope, so exhaustive in treatment and so frequent in 
publication as to meet every possible requirement. 


—_—__—— Order Form 
THE FRANK SHEPARD COMPANY 
76-88 Lafayette Street, NEW YORK 
Dear Sirs:- 
Enclosed is .......... eheck for $.........+:- Upon acceptance of 
this order, please send charges prepaid, the publications checked below :— 
SHEPARD'S UNITED STATES CITATIONS (3 VOLS.).......... $30.00 
=< Cumulative Supplements, including Classified Topical 
cae OO SI Sa 0. ws. id & area: 5 eee ae SU lle reel ace Wowie See Seta gle ail 12.00 
oo Quarterly Intervening Advance Sheets, per year............20.6- 2.00 
You are to eum@ ..5ii....i he Quarterly Cumulative Supplements 


and Intervening Advance Sheets at the annual subscription rates until 
otherwise ordered. 
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Do. «. 0: dad 60:00 0: arene «3:00 deh ae «aie A as Cae ae ae eae mene ae ee eee 


If the subscriber is not wholly satisfied, the publications can be returned, 
charges collect, within thirty days after receipt, and the subscriber will 
receive a refund of the full amount paid. 
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“BIG SALE* 
Jorced to vacate! 


surer guide than the advertisement that such-and-such a business is 

“forced to vacate”. The need for immediate cash with which to meet 
outstanding debts and future expenses calls for a complete or partial liquida- 
tion of existing stocks of goods—and that right speedily. Circumstances 
seldom combine more favorably in the interests of the consumer; selling-prices 
seldom represent a greater sacrifice on the part of the offerer. 


() all the signs which point the way to bargain-hunters, there is no 


Just so, when a man of property is forced to “vacate”’ this life, his death leaves 
his executor confronted by the necessity of producing ready cash for the 
prompt settlement of taxes and other debts which cannot long be put off. 
Seldom does the executor find cash or quick assets at his disposal in amounts 
anywhere nearly adequate to meet this emergency. 


For example, a survey of. typical estates probated in New York State within 
the past five years shows available cash averaging from 6.1% of the gross 
estates of $100,000 to $500,000, down to but 3.2% of the gross estates of over 
$10,000,000. *Against these gross estates were claims in the following average 
percentages of the gross, based on a similar range in principal: federal estate 
tax, 1.5 to 17.6% of the gross estate; state inheritance tax, 2.9 to 3.8%; 
administrative expenses, 7.3 to 5.7%; other debts, 6.1 to 5.6% —the total 
claims ranging from 17.8 to 32.7% of the gross estates! 


In the smaller estates, an immediate depreciation of 17.8%, with only 6.1% 
in cash to meet it; in the larger estates, a shrinkage of 32.7%, with only 3.2% 
of the gross in ready cash! Such a deficit has too often meant the selling off 
of enough of the decedent’s holdings to swell the cash to the desired amount. 
It matters not if the market is unfavorable, or if the securities are anything but 
quickly negotiable—they must be disposed of, regardless of the sacrifice. 
And many a proud estate has thus met a market-produced depreciation of 
50% or more, where its normal tax-and-debt-produced shrinkage should have 
been under 30%. 


One of the most useful functions of Life Insurance today is the elimination of 
such tragic wastage in estates. For Life Insurance means Cash, when Cash 
is most needed. 


R. Y. Sanders, The Rockwood Company, Chicago, Ill. 


REPRESENTING 


‘roar LEAK, TRAVELERS 


mich “9as ~~ INSURANCE COMPANY 
HARTFORD, CONNECTICUT 
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Manager 


The Hollenden Hotel 


is particularly adapted to 
handle 


Meetings and 
Conventions 


Located at Superior Ave. 
and E. 6th St., within a 
stone’s throw of Cleveland’s 
famous Public Auditorium. 

800 ROOMS—800 BATHS 


RATES 


A Personal Invitation 


HE management of The Hollenden Hotel takes 
pleasure in extending to you a cordial personal 
invitation to make The Hollenden Hotel your 
home when in Cleveland. Our city, known for its 
wonderful climateand hospitality,is the ideal place 
for conventions, being centrally located and easily 
reached by rail or boat from all sections of the 
country and having every fa- 
cility for the convenience and 
entertainm: -nt of visitors. 

I want to take this opportunity 
to place the service and personnel 
of this great, modern hotel at your 
service and to assure you of my 


personal attention to your comfort 
while here. 


Sincerely yours, 


4, Blix 


Manager 
Hollenden Hotel 


Ball Room—Banquet Capacity 750 


Single Room with Shower or Tub - - - $3.00 and up 
Room with Double Bed and Bath, Two Persons - 6.00 and up 
Room with Twin Beds and Bath ~ = - 7.00 and up 
Parlor Suites - - - - - ~ - - 10.00 and up The 
The famous Crystal Dining Room is a delightful place to Hollenden 
dine. For those desiring quick service, the Hollenden Coffee Hotel 
Shop offers the same good food at popular prices. j a Z 
y » is locate 
In Cleveland Its The 3 ae 
= in the 
HOLLENDEN * Heart of 
Cleveland’s 
SUPERIOR AVE. AT EAST SIXTH ST. auiing 
Theo DeWitt, Manager ctivity 














(p) 














Seeeeaeeeeeeaces 
See e aS SSeS SSeS eS Sees SSSSSeeeeeeeeaee 
Teer ee ere rr rrr rrr eecerecerrercrrerrrcrrrirrrr rrr rir rir rrr rir rrr rrr rit t tri ri ritiiriiti ai igri itiiiiiitiiiiiiiiiill 








Equitable Life Assurance 
Society 


A New Book FREE “The Man Behind the Business”’ 


cn Institution is the 
Lengthened Shadow 
of a clan" 


Our readers expressed such cordial appre- 
ciation of our offer to give them help on 
the tax questions and have used our 
service so extensively, that we have 
decided to offer a still more important 
service for their use. 


Taxes, of course, are largely relative to 
the success of a partnership or business 
corporation and also largely of a person- 
ally ccnducted business or profession. 
The success of such a business enterprise 
is dependent upon the personality of the 
man or officers behind it. The appraisal 
of these personal values to business are a 
far more important matter than the man 
and method of taxation. 


In order to help the reader get a deeper 
appreciation of the value of the personal 
element in business, we will mail upon 
request our booklet entitled “The Man 
Behind The Business.” Every word of 
which is money to you if you will read it 
with careful understanding and a wish to 
appropriate its experiences to increasing 


- your own dividends or income. 


The Equitable Life Assurance Society 


of United States 


Address all requests to 


Room 739 Peoples Gas Bldg. 
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SLEC LRITE 
if -you 
had»>to 
do it 


IF YOU HAD TO DO IT YOURSELF—you'd be sure 
to have the best and most efficient typewriter that money 
could buy; a typewriter that would practically run itself— 
that would end fatigue and make short of a long day’s 
work. Yes, sir—if you had to do it yourself, you'd be sure 
to haveaW oodstock Electrite, the modern typewriter powered 
by electricity. Booklet on request. 


Woodstock Typewriter Co.,213W. Monroe Street, Chicago 
Branches in Principal Cities — Agents all over the World 





